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THE OMNICARBON™ HEART VALVE

Our core praduct, the Omnicarbon heart valve {(pictured
on the cover), has been in use outside the United States
since 1984. To date, more than 30,000 Omnicarbon
valves have been implanted in patients in more than 30
countries. In July 2001, the valve was approved for sale
in the United States. Based on mare than 18 years of
excellent clinical results in Europe, Japan and Canada,
the U.S. Food and Drug Administration gave premarket
approval for the Omnicarbon 3000 valve for use in the
United States — without requiring additional U.S.
clinical trials. The Omnicarbon valve results from clinical
studies published in peer-reviewed journals, including
more than 10,000 patient years of use, have consistently
demonstrated significantly fewer design-related
complications, such as blood clots and stroke, compared
to other mechanical heart valves — providing a
significant improvement in a patient’s quality of life.

ABOUT THE COMPANY

Our company is a Minnesota-based heart valve manu-
facturer that recently launched its Omnicarbon heart
valve in the United States. Led by a new management
team, we are focused on building a worldwide market in
mechanical heart valves and other innovative products
for the cardiovascular surgical suite. Our Omnicarbon
heart valve has an established market position in a num-
ber of key regions of Europe, Asia and the Middle East.
Although international markets will continue to play an
important role in our results, the recently opened U.S.
market for the Omnicarbon valve offers tremendous
growth potential. We have a fully integrated manufac-
turing facility, where we design, test and manufacture
all of our products. Our company went public in
November 2001 and our units are traded on The Nasdaq
SmallCap Market under the symbol “MDCVU.”

FINANCIAL DATA

Net sales

Gross profit

Operating loss

Net loss

Diluted loss per share
Diluted shares outstanding
Total shareholders’ equity

Fiscal Year Ended April 30,

2002 2001
$ 2,982,198 $ 2,863,440
872,745 1,069,162
(3,812,556) (2,934,920)
$  (4,297,665) $  (3,238,829)
$ (0.62) $ (0.56)
6,980,820 5,787,642
$ 4,026,041 $ 2,429,271

FORWARD-LOOKING STATEMENTS

This report contains certain forward-looking statements
of expected future developments, as defined in the
Private Securities Litigation Reform Act of 1995. The
forward-looking statements in this report refer to the
expectations regarding continuing operating improve-
ment and other matters. These forward-looking state-
ments reflect management’s expectations and are based
on currently available data; however, actual resulis are
subject to future risks and uncertainties, which could
materially affect actual performance. Risks and uncer-
tainties that could affect such performance include, but
are not limited to, the following: our ability to fund our
significant future capital needs; market acceptance in
the U.S. of our Omnicarbon 3000 heart valve; potential
reductions in heart valve pricing by our competitors;
the costs of licensing and acquiring new products and

technologies; the time and costs involved in obtaining
regulatory clearance for our Omnicarbon 4000 heart
valve; competing technological and market develop-
ments; physician acceptance of our heart valves;
dependence upon third party suppliers; and the strength
of the mechanical heart vaive market. For more detailed
information about these risks and uncertainties, please
review our Annual Report on Form 10-KSB for the fiscal
year ended April 30, 2002.

These events and uncertainties are difficult or impossi-
ble to predict accurately and many are beyond our
control. We assume no obligation to publicly release the
results of any revisions that may be made to any
forward-looking statements to reflect events or uncer-
tainties after the date of such statements or to reflect
the occurrence of anticipated or unanticipated events.




DEAR SHAREHOLDERS:

We are pleased to provide you with our first annual report
as a public company. Fiscal 2002, which ended April 30,
2002, was a transition year. We made significant progress
in positioning our company for long-term growth as a
cardiovascular technology leader with a growing, global
market presence.

While MedicalCV, Inc. is a new name in the world of health
care technology, our company has more than 30 years of
experience in designing, developing and manufacturing
mechanical heart valves. [n fact, we were the pioneer and
technology leader in designing the first commercially available
heart valve that incorporated pyrolytic carbon technology,
which is the gold standard for heart valves today. Our global
presence and technology leadership in mechanical heart
valves has created a compelling growth opportunity.

FISCAL 2002 BUSINESS ACHIEVEMENTS
We accomplished several critical goals during fiscal 2002
that will provide the basis for our company's future growth:

¢ OnJuly 26, 2001, we received premarket approval from
the U.S. Food and Drug Administration (FDA) to sell our
Omnicarbon™ 3000 heart valve in the United States,
enabling us to enter the world’s largest geographic
market for mechanical heart valves. The Omnicarbon
valve has been available internationally for more than
18 years.

e We completed an initial public offering of securities on
November 27, 2001, to fund our growth and expansion
into the U.S. heart valve market.

e We completed our vertical integration with the
installation of new equipment and processes for the
production of our next generation Omnicarbon 4000
heart valve, which is currently distributed outside the
United States. We are now able to control all aspects
of our production, including the manufacture of our own
proprietary pyrolytic carbon.

e We also began the FDA approval process for our
pyrolytic carbon, which has already been approved in
Europe, in order to sell the Omnicarbon 4000 in the
U.S. market. We believe that acceptance by the FDA of
our pyrolytic carbon process will have a substantial
positive effect on our gross margin.

These achievements are part of a long-range strategy to
leverage our core heart valve technology in order to create a
diversified company offering a broad spectrum of innovative
products for the cardicthoracic surgeon.

GROWTH STRATEGIES
Our management team is focused on growing our
company by:

Enhancing Productivity and Margins. With the efficien-
cies we established in our manufacturing process during
fiscal 2002, we are poised to achieve significantly improved
gross margins in the years ahead. In addition, we now have
substantially greater capacity to meet increased global
dermand for the Omnicarbon valve. Going forward, we
believe we are well positioned to be the low-cost producer
of pyrolytic carbon valves. As a result, we expect our annual
gross margins will approximately double to more than 50
percent during the fiscal year ending April 30, 2003. And we
anticipate further improvements in gross margins in fiscal
year 2004 and beyond.

Strengthening Marketing and Sales. During fiscal 2002,
we invested significant resources in building a stronger
U.S. presence among cardiothoracic surgeons. Following
the U.S. introduction of the Omnicarbon valve, we added
several regional managers to ensure execution of our sales
and marketing plan. We also reorganized our European
distributor network to ensure effective coverage and boost
international sales. As gross margins expand, we will
allocate further resources to strengthening our worldwide
marketing and sales efforts.

These changes began generating sales gains in the 2002
fourth quarter, in which revenue grew 8 percent over the
prior-year period. To achieve positive cash flow, we will need
to penetrate the U.S. market and increase our share in key
market areas of Europe in addition to adding new products.

Licensing and Acquiring New Products. We are focused
on bringing innovative ideas to the cardiothoracic surgeon
that improve on currently accepted surgical procedures. We
are actively seeking opportunities to license or acquire
complementary technologies.
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Pursuing Clinical Studies on New Anticoagulation
Therapies. Historically, mechanical valve patients have
required the continuous use of “blood thinners” to minimize
the formation of blood clots. A key long-range goal is to
identify effective new regimens of anticoagulation therapy
for use with the Omnicarbon valve that have a low risk of
complications. We will be investigating different therapeutic
options, such as aspirin and other antiplatelet agents.

To this end, we recently reviewed an independent long-term
clinical study on the Omnicarbon valve covering a 10-year
period with more than 400 patients. The results are encour-
aging. Patients received a very low rate of anticoagulation
therapy in combination with an antiplatelet agent. The post-
operative complication rates were extremely low and con-
sistent with historical clinical studies involving Omnicarbon
patients who received standard anticoagulation therapy.
Due to these favorable results, we are beginning to explore
other treatment options.

RETIREMENT OF OUR FOUNDER

Dr. Adel Mikhail, who founded our company, retired as
president and chief executive officer in June 2001. He was
instrumental in identifying the strategies that we need to
undertake for long-term competitiveness and success.

| wish to thank Dr. Mikhail for his visionary leadership,
mentoring and the high level of integrity that he consistently
demonstrated during his tenure as our president. | am
delighted that he will continue as chairman of the board.

OUTLOOK

Our goal is to increase revenues and become cash-flow
positive by the end of fiscal 2004, maintaining the neces-
sary liguidity to continue to grow. We expect that our oper-
ating losses will continue through fiscal 2004 as we expand
our manufacturing capabilities, continue increasing our cor-
porate staff to support the U.S. roli-out of cur Omnicarbon
3000 heart valve, and add marketing programs domestically
and internationally to build awareness of and create demand
for our Omnicarbon heart valves. We will require additional
financing in fiscal year 2003. We anticipate that we will
need to raise between $3,000,000 and $4,000,000 of addi-
tional equity or debt financing to fund coperations and work-
ing capital requirements for the next 12 to 18 months. We
also will seek to refinance our bank debt before November
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2002 to give us additional borrowing capacity and flexibility
in funding the growth of our business.

The Omnicarbon valve, its 18 plus years of superior clinical
performance and our expanding technology platform will
enable us to leverage our position as a provider of leading
cardiovascular products, and expand our domestic and inter-
national market share.

Our challenge is to build credibility with surgeons regarding
the performance of the Omnicarbon valve. independent
clinical studies continue to provide evidence of the
Omnicarbon valve's significantly superior performance
compared to leading bileaflet valves. This performance is
measured by a low rate of the postoperative complications
of thromboembolism (e.g., stroke} and bleeding. Based on
these clinical studies, patients who receive the Omnicarbon
valve have less risk for these serious complications over
their lifetimes, reduced by approximately one-half to two-
thirds, compared to the other leading mechanical valves.
We believe the Omnicarbon valve is a significant clinical
improvement in terms of both postoperative complications
and improved patient quality of life. After reviewing the
Omnicarbon clinical data, the FDA gave premarket approval
for sale of the Omnicarbon in the United States without
requiring post-approval clinical studies. In addition, the
clinical data accepted by the FDA reflects clinical perform-
ance consistent with the excellent results published in
peer-reviewed journals by many institutions worldwide.
We will continue to increase awareness among surgeons
and patients regarding the superior clinical benefits of the
Omnicarbon valve.

We are grateful to our shareholders, customers and
employees for their continuing support and dedication.
We look forward to keeping you posted on our progress.

Sincerely,

Blair P. Mowery
President and Chief Executive Officer
August 7, 2002
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All references in this report to our experience in the development, manufacture and marketing of mechanical heart
valves, as well as the number of worldwide implants of heart valves, include the prior operations of Medical Incorporated,

incorporated in 1971, and its successor organization, Omnicor, Inc., incorporated in 1989, the assets of which we acquired in

1992,




The following discussion contains various forward-looking statements within the meaning of Section 21F of the
Exchange Act. Although we believe that, in making any such statement, our expectations are based on reasonable
assumptions, any such statement may be influenced by factors that could cause actual outcomes and results to be materially
different from those projected. When used in the following discussion, the words “anticipates,” “believes,” “expects,
“intends,” “plans,” “estimates” and similar expressions, as they relate to us or our management, are intended to identify such

Sforward-looking statements. These forward-looking statements are subject to numerous risks and uncertainties that could
cause actual results to differ materially from those anticipated. Factors that could cause actual results to differ materially
Jfrom those anticipated, certain of which are beyond our control, are set forth under the caption “Management’s Discussion
and Analysis or Plan of Operation — Cautionary Statement.”
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Our actual results, performance or achievements could differ materially from those expressed in, or implied by,
Jorward-looking statements. Accordingly, we cannot be certain that any of the events anticipated by forward-looking
statements will occur or, if any of them do occur, what impact they will have on us. We caution you to keep in mind the
cautions and risks described in our Cautionary Statement and to refrain from attributing undue certainty to any forward-
looking statements, which speak only as of the date of the document in which they appear.

PART1
ITEM 1 DESCRIPTION OF BUSINESS
Overview

We manufacture and market mechanical heart valves known as the Omnicarbon Series 3000 and Series 4000.
Omnicarbon heart valves are used to treat heart valve failure caused by heart disease, natural aging, prosthetic heart valve
failure and congenital defects. We have been manufacturing and marketing Omnicarbon heart valves since 1984,
Approximately 30,000 Omnicarbon heart valves have been implanted worldwide. We manufactured and marketed the
Omnicarbon heart valves’ predecessor, the Omniscience heart valve, between 1978 and 2000. Approximately 50,000
Omniscience heart valves have been implanted since the late 1970s. Beginning in the early 1970s through 1987, we
manufactured and sold the Lillehei-Kaster heart valve, one of the first heart valves sold, which we licensed from the University
of Minnesota. There have been approximately 55,000 implantations of the Lillehei-Kaster heart valve worldwide. In total, we
have more than 30 years of experience in developing, manufacturing and marketing heart valves, and we have sold more than
135,000 heart valves worldwide.

Other than limited sales of the Omniscience heart valve in the U.S., our sales of heart valves have been primarily to
customers in Europe, South Asia, the Middle East and the Far East. In fiscal year 2002, we derived 65.0 percent of our net
sales from Europe.

On July 26, 2001, the FDA gave us notice of premarket approval to sell our Omnicarbon 3000 heart valve in the U.S.
We are establishing a U.S. sales organization consisting of independent sales representatives who are experienced in marketing
products to cardiovascular surgeons, and we have commenced marketing the Omnicarbon 3000 heart valve in the U.S.

Our success will primarily depend on:
. developing and managing our U.S. and global distribution capability;

. developing relationships with cardiovascular surgeons to create awareness of and demand for our products on
a worldwide basis;

. capitalizing on the low rate of design-related complications of the Omnicarbon heart valve; and
d capitalizing on our experience of more than 30 years and our quality record, with no design failures or product
recalls.

Our company was incorporated in Minnesota on March 30, 1992 under the name CV Dynamics, Inc. In April 1992,
we acquired all of the tangible and intangible assets of Omnicor, Inc. Omnicor resulted from the corporate and financial
restructuring of a predecessor company called Medical Incorporated. Medical Incorporated was organized in 1971 to develop




and market the Lillehei-Kaster heart valve, which it licensed from the University of Minnesota. Our company changed its
name to MedicalCV, Inc. in February 2000.

Industry Background

There are two main types of prosthetic heart valves: mechanical and biological tissue. The main advantage of
mechanical heart valves is durability because such devices are made from low-wear metal and carbon materials. They
generally outlast the patient’s lifetime. However, in order to prevent the formation of blood clots, mechanical heart valves
require the continuous use of blood thinners. Biological tissue heart valves are valves made from animal or cadaver tissue or,
in some cases, the patient’s own tissue. Tissue heart valves generally have lower durability but also a lower risk of blood
clotting compared to mechanical heart valves. If a tissue heart valve fails due to deterioration or calcification, for example, a
new heart valve must be implanted, requiring additional open heart surgery. Tissue heart valves are generally prescribed for
patients who are less tolerant to blood thinners, such as patients with gastrointestinal ulcers or liver dysfunction, elderly
patients, women in child-bearing years and very active people.

Cardiovascular surgeons generally choose a particular type of mechanical heart valve based upon a number of factors.
A principal factor is the potential formation of blood clots resulting from the poor flow of blood on certain areas of the heart
valve. A clot forming on the heart valve, known as valve thrombosis, can impair the performance of the heart valve. If a clot
detaches itself and moves through the bloodstream, it can result in arterial blockage, known as thromboembolism, or stroke.
To minimize thromboembolism, a mechanical heart valve implant patient is given doses of blood thinners, which may increase
the risk of bleeding and other complications. In addition, mechanical heart valves may cause varying degrees of red blood cell
destruction, known as hemolysis, which is tolerable by a majority of patients. Another factor is the performance and efficiency
of the heart valve in terms of loss of cardiac energy or “cardiac work” required to move blood through the heart valve orifice.
Lower complication rates translate into better quality of life for the patient and reduced medical treatment costs.

Hospitals and clinic administrators have been increasingly influential in medical device purchasing decisions due to
the increasing emphasis on medical cost containment. The price of a mechanical heart valve and the costs resulting from the
treatment of complications affect cost effectiveness.

Our Omnicarbon heart valves are designed to replace heart valves that have been made defective by disease or
congenital origin. Cardiovascular disease is one of the most prevalent diseases in the world and is a leading cause of death in
humans. The aging population in most developed countries will fuel the market for cardiovascular implants, Developing
countries and eastern European countries are expected to increase spending on health care and may increase their consumption
of mechanical heart valves due to the prevalence of rheumatic fever and other diseases. These global markets for
cardiovascular devices are characterized by large multinational manufacturers and industry consolidation. Among the major
product segments are pace makers, heart valves, angioplasty products and coronary stents. A number of the major
manufacturers, such as Medtronic and St. Jude, have medical device lines which include all or most of these products.

The bileaflet mechanical heart valve, a valve with two moving leaflets which allow the blood to flow in one direction,
is the world’s most frequently implanted prosthetic heart valve and accounts for most heart valve sales in the U.S. heart valve
replacement market, The bileaflet mechanical heart valve manufactured by St. Jude has been implanted in over one million
patients to date, according to the manufacturer. Despite a clear market preference for bileaflet mechanical heart valves, we
believe that we will be able to increase our market position with our Omnicarbon heart valves. Omnicarbon heart valves are
the only all-carbon monoleaflet mechanical heart valves. A monoleaflet valve has one moving leaflet which allows the blood
to flow in one direction. In clinical studies conducted in Europe, Canada and Japan, the Omnicarbon design has consistently
demonstrated lower rates of thromboembolism, valve thrombosis, blood thinner-related bleeding and hemolysis than the two
market leaders.

Potential complications or side effects with all mechanical heart valve implants include, but are not limited to:

. thromboembolism and valve thrombosis, resulting in minor stroke;

. hemorrhage;

. deterioration of suture attachments of heart valve to surrounding tissue;
o tissue interference with heart valve function; and




. mechanical failure of the heart valve.
Our Market Opportunity

We believe that the low complication rates of our Omnicarbon heart valves and our experience in the heart valve field
will enable us to build market share in the U.S. and Canada and to increase market share internationally. Our strategy is to
create awareness of our products and their advantages among cardiovascular surgeons, organizations which make purchasing
decisions for medical devices and third party payers who pay for such treatment. To communicate with these groups, we are
using our own corporate marketing personnel, sales managers, independent sales representatives and clinical advisory board
members. In addition, we intend to support clinical studies, create state-of-the-art marketing material, exhibit our products and
clinical results at all major cardiovascular meetings, strategically advertise in the major cardiovascular journals, develop a dual
physician and patient enhanced website and invite interested surgeons to visit our facility and attend in-house presentations.

Product Description

Our Omnicarbon all-carbon monoleaflet mechanical heart valves consist of a rotatable housing ring within a
compliant suture ring, which adapts to the native annulus or natural valve rim, and a curved, freely rotating disc, which is
retained by two shields extending from the ring. The disc pivot axis forms two orifices, one larger than the other, with a
maximum opening angle of 80 degrees. The example shown below is larger than actual size.
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Omnicarbon Series Heart Valve

The housing and disc of the Omnicarbon 3000 and 4000 heart valves are made of pyrolytic carbon, which offers blood
compatibility and durability. Pyrolytic carbon components represent the largest portion of our production costs. In 1999, we
began manufacturing Omnicarbon heart valves utilizing our own proprietary pyrolytic carbon coating process. These heart
valves, known as Omnicarbon 4000 heart valves, represent the heart valves we currently sell in markets other than the U.S. and
Japan.

At this time, we do not have clearance from the FDA to manufacture Omnicarbon 4000 heart valves for sale in the
U.S. Therefore, we use pyrolytic carbon components purchased from Sulzer Carbomedics in the heart valves we sell in the
U.S. These heart valves, known as Omnicarbon 3000 heart valves, represent the heart valves we have now begun to sell in the
U.S. and Japan.

We intend to apply for FDA clearance of our pyrolytic carbon process in order to manufacture carbon components for
the sale of Omnicarbon 4000 heart valves in the U.S. We believe that we can obtain premarket approval from the FDA for our
pyrolytic carbon process by late 2004. We further believe that approval of our pyrolytic carbon coating process will be
important to our future success because it will enable us to substantially decrease the manufacturing cost of Omnicarbon heart
valves sold in the U.S. If we receive such clearance, we plan to discontinue selling Omnicarbon 3000 heart valves and begin
selling Omnicarbon 4000 heart valves in the U.S. We cannot assure you, however, as to when or whether we will receive FDA
clearance.




Marketing and Sales

Our sales and marketing plan focuses on:

. creating widespread awareness of and demand for our Omnicarbon heart valves among cardiovascular
surgeons, cardiologists and medical treatment organizations which make medical device purchasing
decisions;

. capitalizing on our quality record, with over 135,000 heart valves having been implanted over the last 30

years without design failure or product recall;

d creating awareness of the superior clinical performance of our Omnicarbon heart valves, including lower
complication rates of thromboembolism, bleeding and hemolysis compared to other mechanical heart valves,
including those of the two market leaders;

. offering quality service, rapid product delivery and competitive pricing; and

. capitalizing on trends which influence the worldwide cardiovascular market, such as the increased number of
cardiovascular surgical procedures due to the aging population and increases in health care spending in
developing countries and eastern Europe.

Our goal is to reach cardiovascular surgeons, organizations that make purchasing decisions with regard to medical
devices and third party payers who pay for such treatment to make them aware of the advantages of our product. To reach
these groups, we are using our corporate marketing and technical personnel, sales managers, sales representatives and clinical
advisory board members. In addition, we will:

. support various clinical studies;

. furnish state-of-the-art marketing materials;

. exhibit our products at all major cardiovascular meetings;

d strategically advertise in the major cardiovascular journals;

. provide a website targeting both physicians and patients; and

. emphasize facility visits by surgeons using or interested in our products.

United States. As of April 30, 2002, our U.S. sales team consisted of our senior vice president — sales and marketing,
a director of sales, a field sales manager, and independent sales representatives located throughout the U.S., who are
experienced in marketing medical devices to cardiothoracic surgeons. We provide to our sales representatives training
programs, marketing aides, educational materials for the medical community and sales literature. We are committing
substantial resources to train, support and motivate our U.S. sales team to introduce the Omnicarbon heart valve and advance
sales of Omnicarbon 3000 heart valves in the U.S.

International. We market and sell our products primarily in Europe, South Asia, the Middle East and the Far East. As
of April 30, 2002, we had a network of over 35 independent distributors selling Omnicarbon Series 3000 and Series 4000 heart
valves in these geographic areas.

Our customary business practice is to enter into three-year exclusive distributor contracts with new distributors, which
are linked to annual minimum sales goals. In addition, our distributors are required to attend annual training meetings to
ensure competency in heart valve surgery, to promote the Omnicarbon heart valve at local medical meetings and to calf on
prospective customers on a regular basis.




Manufacturing and Supply

We manufacture and assemble Omnicarbon heart valves and other products at our facility in Inver Grove Heights,
Minnesota. We manufacture our Omnicarbon 4000 heart valve in its entirety, utilizing our proprietary pyrolytic carbon
process. We assemble our Omnicarbon 3000 heart valve using our own proprietary suture ring and pyrolytic carbon
components purchased from Sulzer Carbomedics.

Pyrolytic carbon has been used in mechanical heart valves for approximately 30 years. Pyrolytic carbon coating on
such components as heart valve housings and heart valve leaflets is formed by the pyrolysis of carbon, We began to develop
our own pyrolytic carbon coating process in 1995. Our process involves heating propane to a high temperature, which breaks it
down into hydrogen and carbon. The hydrogen is then vented and the carbon atoms are deposited on the surface of graphite
substrate shaped as a disc or housing ring. Pyrolytic carbon coating has greater blood compatibility compared to other
materials historically used in heart valves, resulting in a lower incidence of thromboembolism and other potential
complications. Pyrolytic carbon components have been tested to last longer than any patient’s lifetime. We also manufacture
knitted, seamless Teflon tubings which are used in constructing suture rings to correspond with various heart valve sizes. We
have developed and instituted a complete, vertically integrated manufacturing and quality control system for our Omnicarbon
4000 heart valves. The pyrolytic carbon components we purchase from Sulzer Carbomedics for our Omnicarbon 3000 heart
valves are tested under the same rigorous requirements as our Omnicarbon 4000 heart valves.

We ship all of our products from our facility in Inver Grove Heights, Minnesota, either to distributors or directly to
hospitals. We generally do not have a significant backlog of orders and maintain a sufficient inventory of products which
enables us to ship within 24 to 48 hours of receipt of orders.

We assemble our Omnicarbon 3000 and 4000 heart valves in a controlled clean room environment in our facility,
where we fabricate the sewing cuff, conduct final cleaning and inspection and package the finished heart valves. The packaged
heart valves are then sterilized and quarantined. They must pass sterility tests before being released for shipping. We believe
that our manufacturing facilities meet applicable standards for “good manufacturing practices” established by the FDA and
other applicable government standards. In the normal course, our facility is frequently subject to inspections by the FDA and
foreign regulatory agencies in connection with their reviews of our products.

We believe that the raw materials and components used in manufacturing our Omnicarbon 4000 heart valves are
readily available. However, we purchase the pyrolytic carbon parts for our Omnicarbon 3000 heart valves only from Sulzer
Carbomedics, a supplier whose materials and manufacturing meet FDA regulations for inclusion in our medical devices. We
purchase these components under an original equipment manufacturing supply contract which expires in December 2003.
Under this contract, we are obligated to purchase minimum quantities of our carbon-coated components exclusively from
Sulzer Carbomedics during the term of the agreement. These components are manufactured pursuant to our specifications.
Sulzer Carbomedics has agreed to supply our requirements and, to date, we have not experienced shortages or significant
delays in their supply of components. Sulzer Carbomedics may terminate this contract if we fail to make any payment
promptly when due, or if we infringe any patent of Sulzer Carbomedics by making or having made any product or using any
method covered by such patent in or in preparation for commercial sale of cardiac valve prostheses, or if we are in default of
any of our material obligations under this contract. We currently depend upon Sulzer Carbomedics for these critical
components and have no other supplier of pyrolytic carbon parts for our Omnicarbon 3000 heart valves.

Product Development and Research

There is a clear market preference for bileaflet designs. Although we believe, and the scientific literature supports,
that this preference is not scientifically justified, we have undertaken certain product development efforts towards developing a
bileaflet heart valve. We are also planning to expand our line of cardiac surgery products by developing and acquiring new
products that can be marketed to cardiovascular surgeons.

Novadyne bileaflet heart valve development project. To strengthen our heart valve portfolio, we have initiated the
Novadyne bileaflet heart valve development project. Successful completion of the Novadyne project would enable us to offer
monoleaflet and bileaflet heart valves manufactured with our proprietary pyrolytic carbon process. Our Novadyne design
incorporates features learned from more than 30 years of experience with the Lillehei-Kaster, Omniscience and Omnicarbon
monoleaflet heart valves and from analyzing existing bileaflet design successes and failures of competitive products. The
Novadyne project involves an all-carbon bileaflet heart valve design with unique open-channel dynamic pivots that are self-
washing. This design is intended to eliminate deep pivot recesses and associated poor flow characteristics which are regarded
as the cause of thromboembolic complications in bileaflet designs. These new design features induce pivot washing, which is
intended to reduce thromboembolism. We have been issued three U.S. patents for bileaflet heart valves.
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Blood filters. We have the technology base and manufacturing capability to produce a broad line of transfusion and
extra-corporeal blood filters. We currently market our existing blood filter only in Japan, and sales of this product are
immaterial. We have received FDA clearance to market our blood filter in the U.S., but have determined that we have only a
limited market for such product in the U.S. We are exploring the development of additional filters, including a heparin filter
and a complement mediator filter, in order to develop a broader line of products for cardiothoracic surgeons. These devices are
used in cardiopulmonary bypass procedures, the number of which is now estimated to be 800,000 per year on a worldwide
basis.

Our research and development expenses principally consist of engineering costs. Qur research and development
expenses were $496,685 in fiscal year 2002, compared to $800,625 in fiscal year 2001. Research and development costs relate
primarily to product and process development Initiatives. We anticipate that research and development and clinical and
regulatory expenses will continue to rise in future periods.

Patents and Proprietary Rights

We believe strongly in protecting our intellectual property and will seek patent protection for new products and
processes under development whenever we believe it is advisable. As of April 30, 2002, we had three U.S. patents, all relating
to our bileaflet heart valve under development. We also have two pending foreign patent applications. We have filed U.S. and
foreign patent applications for the process and processing equipment used in our pyrolytic carbon coating process and are
awaiting further patent prosecution in relation to these applications. Our current patents will begin to expire in 2015, We
cannot assure you that any patents held by us will be valid, enforceable or otherwise of value to us in relation to our
competitors or the market in general, or that any patent for which we have applied or may apply will be granted.

We have no patents covering the design of our Omnicarbon heart valves and we do not intend to seek such patents.
Because heart valves of this design have been sold in the marketplace for many years, the product is no longer patentable. We
do not believe that protecting the design of a heart valve is critical for the success of a heart valve manufacturer. We believe
that the key to success lies in a vertically integrated infrastructure, the soundness of design, clinical safety and efficacy of
performance of the heart valve and the manufacturer’s ability to successfully build product awareness.

We also rely upon trade secrets and proprietary know-how. We require our technical employees and consultants to
agree in writing to keep our proprietary information confidential and, with certain limitations, to assign all inventions relating
to our business to us.

We have used, and therefore claim common law rights in, the following trademarks: MedicalCV, Omnicarbon,
Omniscience, Interface, Whisper Seat, GlideThru, UltraPure, UPP Carbon and Medical Incorporated. We also have a federal
registration for the mark: Omniscience.

Government Regulation

The medical devices we manufacture and market are subject to regulation by the FDA and, in most instances, by state
and foreign authorities or their designated representatives. Under the U.S. Federal Food, Drug and Cosmetic Act and the
regulations promulgated thereunder, as a manufacturer of medical devices, we must comply with policies and procedures that
regulate the manufacturing, composition, labeling, testing, packaging and distribution of medical devices. In addition, medical
devices are subject to different levels of government approval requirements, the most comprehensive of which requires the
completion of an FDA approved clinical evaluation program and submission, and approval of a premarket approval application
before a device may be commercially marketed. The FDA also conducts inspections before approving a premarket approval
application to determine compliance with the quality system regulations which cover manufacturing and design. Our heart
valves are subject to this level of approval. On July 26, 2001, we received notice of premarket approval from the FDA with
respect to our Omnicarbon 3000 heart valve.

After premarket approval is received, the FDA may require testing and surveillance programs to monitor the
effectiveness of approved products which have been commercialized. It has the power to prevent or limit further marketing of
a product based on the results of such post-marketing programs. In addition, the FDA may, at any time after the approval of a
premarket approval application, conduct periodic inspections to determine compliance with good manufacturing practice
regulations and current medical device reporting regulations. If the FDA concludes that we are not in compliance with
applicable laws or regulations, it can institute proceedings to:




d seize our product,

d issue a product recall;
. impose operating restrictions; and/or
. assess civil penalties or recommend criminal prosecution.

The FDA also regulates recordkeeping for medical devices and reviews hospital and manufacturers’ required reports
of adverse experiences to identify potential problems with FDA-authorized devices.

Some of the products that we intend to develop and market can be cleared under Section 510(k) of the Federal Food,
Drug and Cosmetic Act. The process of obtaining Section 510(k) clearance typically requires less time and expense than the
premarket approval process. Section 510(k) clearance normally takes from six months to one year, but can take years, and
generally requires the submission of supporting data, which in some cases can be extensive. In addition, the FDA may require
review by an advisory panel as a condition for Section 510(k) clearance. We intend to continue to rely on the Section 510(k)
process with regard to certain products, such as any additional blood filters we may develop. However, we may develop and
produce enhancements to our existing blood filter and heart valves that will require clearance under the FDA’s more lengthy
and expensive premarket approval process, which can take a number of years and can require extensive supporting
documentation. If we encounter difficulties in the premarket approval process, the commercial marketing of any future heart
valves could be substantially delayed or prevented.

International sales of our products are also subject to extensive regulation. Foreign regulatory bodies have established
varying regulations governing product standards, packaging requirements, labeling requirements, import restrictions, tariff
regulations, duties and tax requirements. Generally, the extent and complexity of the regulation of medical devices is
increasing worldwide, with regulations in some countries already nearly as extensive as those in the U.S. This trend may
continue, and the cost and time required to obtain marketing approval in any given country thus may increase. We cannot
assure you that any foreign approvals will be allowed on a timely basis, or at all.

To market our products in countries of the European Union, we are required to obtain CE mark certification. CE mark
certification is the international symbol of adherence to certain quality assurance standards and compliance with European
medical device directives. In June 1995, we received ISO 9001 and EN 46001 qualification of our quality system for our
manufacturing processes in our facility in Inver Grove Heights, Minnesota. We obtained the CE mark for our Omnicarbon
3000 heart valve on June 27, 1995, for our Omniscience heart valve on July 15, 1998 and for our Omnicarbon 4000 heart valve
on April 8, 1999.

We derive substantially all of our revenues from sales of Omnicarbon heart valves outside the U.S. Our inability, or
the failure of our foreign distributors, to comply with varying foreign regulations or the imposition of new regulations could
restrict the sale of our products internationally and thereby materially adversely affect our business, financial condition,
operating results and cash flows.

Competition
The mechanical heart valve market is highly competitive, with St. Jude supplying the majority of mechanical heart

valves sold worldwide. Other competitors in the mechanical heart valve field include Sulzer Carbomedics, Edwards Life
Sciences, Medtronic, Sorin Biomedica spa in Italy, ATS Medical, Inc. and MCRI, Inc. Many of these competitors have:

d greater name and product recognition;

. greater financial, manufacturing and marketing resources;
. greater regulatory compliance capabilities;

’ stronger physician relationships; and

i broader and more established product lines than we have.




Most of these competitors market bileaflet heart valves, for which there is currently a dominant market preference.
Some of these competitors also market tissue heart valves and are currently pursuing new mechanical heart valve designs,
biocompatible coatings for mechanical heart valves, longer lasting tissue heart valves and surgical alternatives to implanting
prosthetic heart valves. It is possible that developments by our competitors could render our current or proposed heart valves
obsolete. We cannot assure you that we will be able to compete against such competitors.

Product Liability and Insurance

The development and sale of medical devices entails significant risk of product liability claims and, sometimes,
product failure claims. Although over 30,000 of our Omnicarbon heart valves have been implanted with no design failures,
and although there is significant clinical data to reasonably convince us that these products are safe and effective, we face an
inherent business risk of financial exposure to product liability claims if the use of our products results in personal injury or
death. We also face the possibility that defects in the design or the manufacturing of our products could necessitate a product
recall. We have not, to date, experienced significant product liability claims, and we have never had a product recall. We
cannot assure you, however, that we will not experience losses in the future due to product liability claims or recalls.

We currently maintain product liability insurance with coverage limits of $5,000,000 in the aggregate annually. We
cannot assure you that such coverage limits will be adequate. In addition, trends regarding claims and damages in the medical
device industry could increase the cost of insurance, which is already expensive, and may make insurance coverage difficult for
us to obtain in the future on acceptable terms, or at all. Any claims against us, regardless of their merit or eventual outcome,
could involve a significant financial outlay in connection with the investigation of claims or payment of deductible amounts to
insurance companies. A significant claim could involve payment of an amount which could have a material adverse effect
upon our business, financial condition, operating results and cash flows. In addition, adverse publicity resulting from product
liability litigation may materially and adversely affect us, regardless of whether the claims are valid or whether we are liable.

Employees

As of April 30, 2002, we had 44 full-time employees, including 25 who were in manufacturing and research and
development, and the remainder of whom were in administration and sales and marketing. We are not a party to any collective
bargaining agreement and believe that our relations with employees are good.

ITEM 2 DESCRIPTION OF PROPERTY

We own a 55,000 square foot production and administrative facility located on 19 acres of land in Inver Grove
Heights, a suburb of Saint Paul, Minnesota. Our facility has approximately 8,000 square feet of general office space and over
32,000 square feet of manufacturing space. Our facility also includes over 9,500 square feet of controlled environment rooms
and necessary support areas for producing and assembling our products. Our facility is subject to inspection by the FDA and
foreign regulatory agencies as part of their product marketing clearance and surveillance programs. This facility, in
conjunction with other company assets, secures our indebtedness to Associated Bank Minnesota. As of April 30, 2002, we
owed Associated Bank Minnesota a principal amount of $2,500,000 under the terms of our line of credit.

ITEM 3 LEGAL PROCEEDINGS
As of April 30, 2002, we were not a party to any material litigation.
ITEM 4 SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS
Not applicable.
Executive Officers of the Registrant
The following table provides information with respect to our executive officers as of April 30, 2002. Each executive

officer has been appointed to serve until his successor is duly appointed by the board or his earlier removal or resignation from
office.

Name Age Position with MedicalCV

Blair P. Mowery 56 President, Chief Executive Officer and Director
Jules L, Fisher 48 Chief Financial Officer

Allan R. Seck 56 Senior Vice President - Sales and Marketing
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Blair P. Mowery became our President and Chief Executive Officer in June 2001 and was appointed to our board of
directors in July 2001. After serving our company as an independent advisor through his wholly-owned company, Bioscrene
Ltd., from February 1996 to August 1996, he joined us in August 1996 as Vice President - Business Development and was
promoted to Chief Operating Officer in 1999. From April 1991 through December 1993, Mr. Mowery was President and Chief
Operating Officer of GalaGen, Inc., a biopharmaceutical company. From March 1987 to March 1991, he was President of
Procor Technologies, a joint venture with Abbott Ross Laboratories and the predecessor company to GalaGen.

Jules L. Fisher became our Chief Financial Officer in January 2002. From October 1996 to December 2001, Mr.
Fisher served as Vice President and Chief Financial Officer of Minntech Corporation, a manufacturer of medical supplies and
devices, sterilants, and filtration and separation products primarily for kidney dialysis, open-heart surgery and endoscopy.
From August 1991 to October 1996, he held the position of Director, Operations Accounting for U.S. Surgical Corp. Mr.
Fisher also served as Director, Financial Reporting and Analysis in the Pharmaceutical Group of Bristol-Myers Squibb
Company from May 1987 to February 1991.

Allan R. Seck joined our company in May 1999 as Vice President - Sales and Marketing. In March 2001, he was
promoted to Senior Vice President - Sales and Marketing. From May 1996 until May 1999, Mr. Seck served as Vice President
- Sales and Marketing for AVECOR Cardiovascular, Inc., where he was responsible for sales, marketing, customer service,
technical support, customer education and shipping. He has also held senior management positions with Biomedicus, Inc., the
cardiopulmonary division of Medtronic, and Johnson & Johnson Cardiovascular.




PART II
ITEM S MARKET FOR COMMON EQUITY AND RELATED SHAREHOLDER MATTERS

Our units have been listed on The Nasdaq SmallCap Market under the symbol “MDCVU” since the completion of our
initial public offering in November 2001. The following table sets forth the approximate high and low closing prices for our
units for the periods indicated as reported by The Nasdaq SmallCap Market. Such quotations reflect inter-dealer prices,
without retail mark-up, mark-down or commission, and may not represent actual transactions.

Period High Low
Fiscal Year 2002
Third Quarter (commencing November 21, 2001)..........occoeeverene $ 450 § 3.00
Fourth QUArer........cccoeriiiiiviite ettt $ 370 8 2.35

As of April 30, 2002, we had 92 shareholders of record and approximately 453 beneficial owners.

We have never declared or paid cash dividends. We currently intend to retain future earnings, if any, to operate and
expand our business, and we do not anticipate paying cash dividends on our common stock in the foreseeable future. Any
payment of cash dividends in the future will be at the discretion of our board of directors and will depend upon our results of
operations, earnings, capital requirements, contractual restrictions and other factors deemed relevant by our board.

Sales of Unregistered Securities during the Fourth Quarter of Fiscal Year 2002
Not applicable.
Use of Proceeds from Registered Securities

Our Registration Statement on Form SB-2 (File No. 333-68884) was declared effective by the SEC on November 20,
2001.

Through April 30, 2002, we had incurred total expenses of $1,353,515 in connection with our initial public offering.
Such expenses represent: (1) $675,000 in underwriting discounts and commissions paid to our underwriter, (2) $202,500 in
expenses paid to our underwriter, (3) $206,201 in fees and expenses paid to our attorneys, (4) $131,910 in fees and expenses
paid to our accountants, (5) $68,547 paid to our financial printer, (6) $7,167 in NASDAQ listing fees, (7) $53,846 in blue sky
legal and filing fees, (8) $4,744 in SEC registration fees, and (9) $3,600 in transfer agent fees. None of the foregoing
expenditures represent direct or indirect payments to our directors, officers or their associates, to persons owning 10 percent or
more of any class of our equity securities, or to our affiliates.

After deducting the total expenses of our initial public offering, our net proceeds were approximately $5,396,485. We
estimate that we used $2,909,000 of the initial public offering net proceeds through April 30, 2002. Such uses of proceeds
represent: (1) $2,180,000 to fund sales and marketing initiatives, including general and administrative expenses to support
infrastructure and engineering and regulatory expenses to support operations, (2) $50,000 to fund working capital
requirements, (3) $139,000 to purchase capital equipment, (4) $500,000 to repay bridge notes, and (5) $40,000 in advances to
UROPACE.

ITEM 6 MANAGEMENT’S DISCUSSION AND ANALYSIS OR PLAN OF OPERATION

The following discussion contains various forward-looking statements within the meaning of Section 21E of the
Exchange Act. Although we believe that, in making any such statement, our expectations are based on reasonable
assumptions, any such statement may be influenced by factors that could cause actual outcomes and results to be materially
different from those projected. When used in the following discussion, the words “anticipates,” “believes,” “expects,”
“intends,” “plans,” “estimates” and similar expressions, as they relate to us or our management, are intended to identify such
Jorward-looking statements. These forward-looking statements are subject to numerous risks and uncertainties that could
cause actual results to differ materially from those anticipated. Factors that could cause actual results to differ materially
Jrom those anticipated, certain of which are beyond our control, include those discussed in our Cautionary Statement as well
as those discussed elsewhere in this Form 10-KSB.
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Our actual results, performance or achievements could differ materially from those expressed in, or implied by,
Jorward-looking statements. Accordingly, we cannot be certain that any of the events anticipated by forward-looking
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statements will occur or, if any of them do occur, what impact they will have on us. We caution you to keep in mind the
cautions and risks described our Cautionary Statement as well as those discussed elsewhere in this Form 10-KSB and to
refrain from attributing undue certainty to any forward-looking statements, which speak only as of the date of the document in
which they appear.

Overview

We manufacture and market mechanical heart valves known as the Omnicarbon Series 3000 and Series 4000, Qur
heart valves are used to treat heart valve failure caused by the aging process, heart diseases, prosthetic heart valve failure and
congenital defects. To date, we have distributed the Omnicarbon 3000 and 4000 heart valves primarily in Europe, South Asia,
the Middle East and the Far East. In fiscal year 2002, we derived 65.0 percent of our net sales from Europe. As an innovator
of heart valve technology, we have more than 30 years of experience in developing, manufacturing and marketing five
generations of heart valves, and we have sold more than 135,000 heart valves worldwide.

On July 26, 2001, the FDA gave us notice of premarket approval to sell our Omnicarbon 3000 heart valve in the U.S.,
the largest geographic market for mechanical heart valves. In anticipation of FDA premarket approval, we invested in our
sales and marketing infrastructure, including adding sales management to our staff in fiscal year 2001 and recruiting field sales
representatives to call on domestic surgery centers in the U.S. Based upon our Omnicarbon heart valve’s 17 years of implants
in patients in Europe, we believe that we can establish a competitive position in the mechanical heart valve industry in the U.S.
and leverage this position into other critical areas of cardiothoracic surgery. We also expect that our ability to market the
Omnicarbon 3000 heart valve in the U.S. will favorably affect our international sales, as many cardiovascular surgeons and
others who make purchasing decisions are aware of the FDA’s rigorous premarket approval process and consider it to be a
validation of the safety and efficacy of medical devices. Our company had its first implant of the Omnicarbon 3000 heart valve
in the U. S. in December 2001.

The worldwide heart valve market is dynamic and highly competitive. In addition, technology and competitive
offerings, such as new tissue heart valves, place increased pressure on us as we seek to increase our market share and revenue.
For more information regarding these risks, you should review our Cautionary Statement,

Critical Accounting Policies

The preparation of our financial statements in conformity with generally accepted accounting principles requires
management to make estimates and assumptions that affect the amounts reported in the consolidated financial statements and
accompanying notes. We believe our estimates and assumptions are reasonable; however, actual results and the timing of the
recognition of such amounts could differ from those estimates. We have identified the following critical accounting policies
and estimates utilized by management in the preparation of our financial statements: revenue recognition, deferred income tax
assets, the accounts receivable allowance for doubtful accounts, and inventory obsolescence. Actual amounts could differ
significantly from management’s estimates.

Revenue Recognition. We recognize revenue using guidance from SEC Staff Accounting Bulletin No. 101 “Revenue
Recognition in Financial Statements.” Revenue from the sale of our mechanical heart valves is recognized provided that we
have received a purchase order, the price is fixed, title has transferred, collection of the resulting receivable is probable and
there are no remaining obligations. Transfer of title occurs for substantially all sales upon shipment. Our products are not
subject to any customer acceptance process. There are no rights of return unless the product does not perform according to
specifications.

Deferred Income Tax Assets. In assessing the realizability of our deferred tax assets, management considers whether
it is more likely than not that our deferred income tax assets will be realized. The ultimate realization of deferred income tax
assets is dependent on the generation of future taxable income, which must occur prior to the expiration of our net operating
loss and credit carryforwards, which comprise the majority of the deferred tax assets. As of April 30, 2002, we have
established a valuation allowance of $5,027,700 to fully offset our deferred tax assets due to the inherent uncertainty of
predicting the sufficiency of future taxable income necessary to realize these deferred tax assets, particularly in light of our
recent history of significant operating losses. In addition, future utilization of available net operating loss carryforwards may
be limited under Internal Revenue Code 382 as a result of future changes in ownership.

Account Receivable Allowance. In determining the adequacy of our allowance for doubtful accounts, management

considers a number of factors, including the aging of our receivable portfolio, customer payment trends, the financial condition
of our customer and economic conditions in our customers’ countries. Our analysis in determining the allowance for doubtful
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accounts is performed by management on a customer-by-customer basis. Although our recorded allowance includes our best
estimates, we cannot predict the resolution of these matters with certainty.

Inventory Obsolescence. In determining the appropriate carrying value of our inventories, management considers a
number of factors, including the aging of our inventory, recent sales trends, industry market conditions and economic
conditions. Our analysis requires us to estimate revenues by type of mechanical heart valve. For example, we have expected a
decline in Omniscience heart valves, which has been a consideration in the valuation of these items in our inventory. Although
adjustments to the carrying value of our inventories reflect our best estimates, the estimates require a large degree of judgment.

Selected Financial Data

Years ended April 30,
2002 2001

Statement of Operations Data:

Nt SALES .. oo itiieiieeiiti ettt ettt ettt e s et e e s be et b et st e e s e st ebe ettt taesre e st ben b eeanbaeteaanreseban $ 2,982,198 $ 2,863,440

Cost 0f Z0OAS SOIA ... e e 2,109,453 1,804,278

GIOSS PIOFIL ..ttt ettt sttt ettt et b e s n st b e shan b sae s bebnes 872,745 1,059,162

TOtal OPErating EXPENSES. ... vvevivrerreriertieireeteeetette e scesraestesenstessee st estesstesseneseteseroreesaenns 4,685,301 3,994,082

NEELOSS c.ovviiviiiveviesiveetiectreestsstse s e sse s st sssastsaessassbassssssaosssssssosssassassssassansnsssssassessssssssssras (3,812,556) (2,934,920)

Basic and diluted net 108s per Share..........cocveceriiiineninnreiie e (.62) (.56)

Weighted average number of shares QUtStanding .........co.occerrereriereroceneenrereneneeeinernseerens 6,980,820 5,787,642
Balance Sheet Data:

TOLA] CUITEINE ASSELS ..vveivvvieririeereeiteeeieeeeesteseaeesraessesesstesbesesrasetessbesssaesnressanneessesetbesares $ 6,441,819 $ 3,536,926

Total current HabilItIES.........ooiiiviiiiiiie ettt estree s eesbeeee s srreeerernran 3,689,594 929,876

WOTKING CAPILAL....cooitiiiiiiiiiiiii ettt e s e e e e enebe e 2,752,225 2,607,050

TOA] ASSEES. ... vvrieeiiiieeicirteeeiitreeseisteeesetaeeeeatrereesabre e e intaeeastresenreaeeesbaeeeenbrare s e nntaesenteens 8,091,226 5,218,638

Long-term debt and capital lease obligations, including current portion ............cc.eceeveunene 2,977,906 1,963,503

Total Shareholders” EqQUILY.......ocervirieetit et re et se e err st ssberassanesaeseeseasnestas 4,026,040 2,429,271
Statement of Cash Flows Data:

Net cash used in operating aCtiVItIBs........coocverierremiieriericeriee s eie sttt sreeeesnee e $ (3,186,805) $ (2,510,698)

Cash and cash equivalents at end Of YEar......c.ecveevuirireiiniiriinieer e 2,781,675 111,977
General Data and Ratio:

CUITENE TAIO ...t ivvieiitieeeierievreeeteresttesetbeesesesatssetaesesseessseaastasasresasesesssaanssesassrnesssresnsenses 1.7 3.8

Gross profit Margin on NEt SAIES .....c..ooceoieiinieiiei ettt 29.3% 37.0%

Results of Operations for the Fiscal Years Ended April 30, 2002 and 2001

Net Sales. Net sales in the year ended April 30, 2002 increased 4.1 percent to $2,982,198 from $2,863,440 in the prior
year. The increase was primarily attributable to higher Omnicarbon unit sales in Europe partially offset by the expected
decline in unit sales of the Omniscience heart valve which is an earlier generation product. We have focused our sales and
marketing efforts on the Omnicarbon product line due to its superior clinical performance and market acceptance.

In fiscal years 2002 and 2001, the vast majority of our sales were denominated in U.S. dollars. Fluctuations in foreign
currency exchange rates have not resulted in significant losses or gains on outstanding trade accounts receivable. All of our
distributors are required to pay for products in U.S. dollars, other than our Japanese distributor, which pays in yen. We
recognize that a strong U.S. dollar can adversely affect unit sales payable in currencies other than U.S. dollars for our foreign
distributors.

Gross Profit. Gross profit as a percentage of net sales declined to 29.3 percent in the year ended April 30, 2002 from
37.0 percent in the prior year. We have expended considerable resources in developing our new carbon manufacturing process
technologies utilized in manufacturing the Omnicarbon 4000 heart valve which is currently sold outside the U.S. market.
Gross profit margins in the year ended April 30, 2002 were unfavorably impacted by non-recurring costs associated with these
development activities. In particular, fiscal year 2002 cost of sales reflected higher Omnicarbon 4000 production costs during
the first half of fiscal year 2002 when we were operating at lower production volumes due to the extensive development work
we conducted in connection with our carbon manufacturing process. Our strategy is to obtain FDA approval of our proprietary
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pyrolitic carbon manufacturing process in order to market the Omnicarbon 4000 in the U.S. Due to its lower manufacturing
cost, we believe the Omnicarbon 4000 will generate significantly higher gross profit margins when sold in the U.S. than the
Omnicarbon 3000 heart valve.

Sales and Marketing. Sales and marketing expenses in the year ended April 30, 2002 were $2,089,104 or 70.1 percent
of net sales compared to $1,425,493 or 49.8 percent of net sales in the prior year. The increase in spending in fiscal year 2002
related to expanded Omnicarbon marketing efforts in the U.S. and international markets. Our overall marketing strategy is to
promote the superior clinical results of the Omnicarbon heart valve and the technical strengths of our company in designing
and manufacturing mechanical heart valves.

General and Administrative. General and administrative expenses for the year ended April 30, 2002 were $1,817,159
or 60.9 percent of net sales compared to $1,603,117 or 56.0 percent of net sales in the prior year. The increase was primarily
attributable to increased legal and audit fees associated with operating as a public company, and salary and related expenses
associated with strengthening the executive management staff.

Engineering and Regulatory. Engineering and regulatory expenses for the year ended April 30, 2002 were $779,038
or 26.1 percent of net sales compared to $965,472 or 33.7 percent of net sales in the prior year. The decrease in fiscal year
2002 spending was attributable to shifting priorities from new product development to installation of new equipment and
processes for the production of the Omnicarbon 4000 heart valve.

Other (Expense) Income. Interest expense totaled $241,197 in the year ended April 30, 2002 compared to $207,314 in
the prior year. The increase in fiscal year 2002 interest expense was attributable to maintaining a higher level of bank
borrowings combined with the impact of the convertible bridge note financing in fiscal year 2002. Loss from the early
extinguishment of convertible subordinated bridge notes of $335,410 was reflected in fiscal year 2002.

Income Tax Provision. In light of our recent history of operating losses, we recorded a valuation allowance to fully
offset our deferred tax assets in fiscal year 2000. We have continued to provide a full valuation allowance through fiscal year
2002 due to the inherent uncertainty of predicting the sufficiency of future taxable income necessary to realize our deferred tax
assets.

Loss from Operations. As of April 30, 2002, we had an accumulated deficit of $12,405,386. We have incurred losses
in each of the last six fiscal years. Since 1994, we have invested in developing a bileaflet heart valve, a proprietary pyrolytic
carbon coating process and obtaining premarket approval from the FDA to market our Omnicarbon 3000 heart valve in the
U.S. Our strategy has been to invest in technology to better position ourselves competitively once FDA premarket approval
was obtained. We expect cumulative net losses to continue at least through fiscal year 2003 because of anticipated spending
necessary to market the Omnicarbon 3000 heart valve in the U.S. and to establish and maintain a strong marketing organization
for domestic and foreign markets.

Liquidity and Capital Resources

Cash and cash equivalents increased to $2,781,675 at April 30, 2002, from $111,977 at April 30, 2001. The increase
in cash was attributable to completion of our initial public offering (IPO) in November 2001. Net cash used in operating
activities was $3,186,805 in the year ended April 30, 2002, and $2,510,698 in the prior year.

Net cash used in operating activities increased $676,107 due principally to the increase in our pre-tax loss in fiscal
year 2002, Inventories increased $188,084 in fiscal year 2002 and $564,359 in fiscal year 2001. The increase in inventory in
fiscal year 2002 and 2001 was related to the launch of the Omnicarbon 3000 in the U.S. market combined with anticipated
growth in international sales.

Net cash used in investing activities was $465,024 and $516,344 for the years ended April 30, 2002 and 2001,
respectively. We invested $384,024 in property, plant, and equipment in the year ended April 30, 2002, compared to $362,344
in the prior year. Our investment in property, plant, and equipment over the last two years related primarily to the development
of our proprietary pyrolytic carbon manufacturing process. As described in Commitments and Contingent Liabilities, we
loaned $81,000 to UROPACE during fiscal year 2002 and $154,000 in fiscal year 2001,

Net cash provided by financing activities was $6,321,527 in the year ended April 30, 2002. We completed our I[PO
early in the third quarter of fiscal year 2002 which generated net proceeds of $5,396,485. Other sources of cash from financing
activities were our increased borrowings of $1,570,000 on our line of credit and the net proceeds of $438,885 from the sale of
10 percent convertible subordinated bridge notes described below. We used $500,000 of funds generated through our IPO to
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repay the bridge notes in the fourth quarter of fiscal year 2002 and $475,000 to make principal payments on our bank line of
credit. Net cash provided by financing activities was $3,045,924 in fiscal year 2001. In the first quarter of fiscal year 2001, we
obtained proceeds of $2,925,000 from the issuance of 1,170,000 shares of our common stock in a private placement. In fiscal
year 2001, we borrowed an additional $2,315,000 on our bank line of credit partially offset by $2,130,000 of principal
payments on our bank line of credit.

From March 1992 through April 2002, our primary source of funding has been private sales of equity securities,
which totaled $9,775,704 in gross cash proceeds. We have also funded our operations through secured equipment financing
term loans and equipment leases. In addition, we financed our operations since fiscal year 2000 through a bank line of credit
secured by our real estate, tangible and intangible property and a guarantee by a principal shareholder. This line of credit will
expire in November 2002. Amounts borrowed under this line of credit generally bear interest at the prime rate. As of April 30,
2002, we had borrowed the maximum amount available of $2,500,000 under this line of credit.

As part of our credit agreement with Associated Bank Minnesota, we were required to maintain a minimum tangible
net worth of not less than $3,000,000, measured as of the last day of each fiscal quarter. At April 30, 2001, we failed to
comply with the minimum tangible net worth covenant. On August 24, 2001, Associated Bank Minnesota waived such
covenant defaults, and we amended our credit agreement, which now provides that we must maintain a minimum tangible net
worth of not less than $1,000,000, measured as of the last day of each calendar month. We were in compliance with our debt
covenants as of April 30, 2002.

In August 2001, we sold $500,000 principal amount of 10% convertible subordinated bridge notes due August 2002,
along with five-year warrants to purchase 500,000 shares of common stock at an exercise price of $6.50 per share. The
unsecured notes were convertible into shares of our common stock at any time before repayment at a price of $4.50 per share.
We repaid the convertible subordinated bridge notes in full in the fourth quarter of fiscal year 2002.

We expect to continue developing our business and to build market share in the U.S. now that we have FDA
premarket approval of our Omnicarbon 3000 heart valve for sales in the U.S. These activities will require significant
expenditures to develop, train and supply marketing materials to our independent sales representatives and to build our sales
and marketing infrastructure. As a result, we anticipate that our sales and marketing and general and administrative expenses
will continue to constitute a material use of our cash resources. Although we have no commitment for these expenditures, we
currently anticipate spending between $4,900,000 and $5,600,000 in fiscal year 2003. In addition, we project capital
expenditures of approximately $250,000 to $350,000 for fiscal year 2003 to increase manufacturing capacity in certain
functions and make necessary improvements to our corporate facility. The actual amounts and timing of our capital
expenditures will vary depending upon the speed at which we are able to expand our distribution capability in domestic and
international markets and the availability of financing as described below.

We expect that our operating losses and negative operating cash flow will continue in fiscal years 2003 and 2004 as
we expand our manufacturing capabilities, continue increasing our corporate staff to support the U.S. roli-out of our
Omnicarbon 3000 heart valve, and add marketing programs domestically and internationally to build awareness of and create
demand for our Omnicarbon heart valves. We will require additional financing in fiscal year 2003. We anticipate that we will
need to raise between $3,000,000 and $4,000,000 of additional equity or debt financing to fund operations and working capital
requirements for the next 12 to 18 months. We expect to face substantial difficulty in raising funds in the current market
environment and we have no commitments at this time to provide the required financing. We will seek to refinance our bank
debt before November 2002 to give us additional borrowing capacity and flexibility in funding the growth of our business. Our
capital requirements may vary depending upon the timing and the success of the implementation of our business plan,
regulatory, technological and competitive developments, or if:

¢  our manufacturing and development costs or projections prove to be inaccurate,
*  we determine to license or develop additional technologies,

*  we experience substantial delays in obtaining FDA clearance of our proprietary carbon coating process for heart
valves sold in the U.S. market, or

*  we make acquisitions.

We cannot assure you that we will be able to raise sufficient capital on terms that we consider acceptable, or at all. If
we are unable to obtain adequate funds on acceptable terms, our ability to fund the expansion of our business or respond to
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competitive pressures would be significantly impaired. We also would be required to revise our business plans and reduce
operating expenditures. In the event that we are unable to refinance our revolving line of credit and obtain funds by the end of
calendar year 2002, we will be required to significantly revise our business plans and substantially reduce our operating
expenditures.

Commitments and Contingent Liabilities

Sulzer Carbomedics. In July 1998, we entered into a three-year supply agreement with Sulzer Carbomedics, the
source of certain raw material components used in the manufacture of our Omnicarbon 3000 heart valves. The supply
agreement was extended for an additional two years in March 2001. The agreement provides that we purchase a minimum
number of raw material units each calendar year through 2003. Under the terms of the agreement, we are required to
compensate Sulzer Carbomedics for any purchase shortfalls up to a maximum of $200,000 per year. We have not met the
minimum purchase requirements for the past three calendar years. In addition, we do not believe we will meet the minimum
purchase requirement for calendar year 2002. As a result, we expensed $148,991 in fiscal year 2002, and $108,174 in fiscal
year 2001 related to these purchase shortfalls. These charges were reflected in cost of goods sold. Future purchase shortfalls
could adversely affect our ongoing relationship with Sulzer Carbomedics.

UROPACE. In July 1995, we established a wholly-owned subsidiary, UROPACE, Inc., to commercialize technology
for treating female urinary incontinence. On November 1, 2000, we completed the spin-off of UROPACE to our existing
shareholders. The separation was effected by transferring from our company to UROPACE all assets, tangible and intangible,
relating to the development of female urinary incontinence technology. Our shareholders of record on September 15, 2000
received one share of common stock of UROPACE for each 6.882 shares of our common stock they held on that date. The
assets transferred to UROPACE had no book value at November 1, 2000, and the operations of UROPACE before the spin-off
had no revenues and minimal expenses during fiscal year 2000 and fiscal year 2001. As a part of this spin-off, we agreed to
loan UROPACE up to $356,250 at a variable interest rate. Principal and interest on the note will be payable in installments
equal to 5 percent of UROPACE’s future annual net sales until the note and interest is paid in full. At April 30, 2002, we had
loaned UROPACE $235,000. Due to the development stage of UROPACE and the uncertainty associated with the collection
of these borrowings, we have recorded an allowance for the entire balance of the loan, with the corresponding expense included
in other (expense) income in the Consolidated Statement of Operations.

Bank Line of Credit. Since fiscal year 2000, we have financed our operations in part through a bank line of credit
secured by our real estate, tangible and intangible property and a guarantee by a principal shareholder. This line of credit will
expire in November 2002. Amounts borrowed under this line of credit generally bear interest at the prime rate. As of April 30,
2002, we had borrowed the maximum amount available of $2,500,000 under this line of credit.

As part of our revolving credit agreement with Associated Bank Minnesota, we were formerly required to maintain a
minimum tangible net worth of not less than $3,000,000, measured as of the last day of each fiscal quarter. At April 30, 2001,
we failed to comply with the minimum tangible net worth covenant. On August 24, 2001, Associated Bank Minnesota waived
such covenant defaults, and we amended our credit agreement, which now provides that we must maintain a minimum tangible
net worth of not less than $1,000,000, measured as of the last day of each calendar month. With the net proceeds from our
November 2001 IPO, we met our minimum tangible net worth requirement through April 30, 2002. As of April 30, 2002, we
had fully utilized our line of credit.

As of April 30, 2002, we were in compliance with all covenants or other requirements set forth in our credit
agreement. We do not have any rating downgrade triggers that would accelerate the maturity dates of our debt. A downgrade
in our credit rating could adversely affect our ability to renew existing, or obtain access to new, credit facilities in the future
and could increase the cost of such facilities.

Dakota Electric Association. We were indebted to Dakota Electric Association in the principal amount of $165,983.
Payments are due in monthly installments through May 2009, with interest at 5.75 percent, collateralized by our lighting
equipment and rooftop air-conditioning units.

Dakota County. We owe Dakota County for special land assessments with principal and interest due at 8 percent in
semi-annual installments through May 2010.

Operating and Capital Leases. We lease certain manufacturing equipment under various operating and capital leases.
The operating leases expire at various dates through fiscal year 2003. The capital lease terms extend into fiscal year 2004 with
implicit interest rates ranging from 6.9 to 16.2 percent. The capital leases are collaterized by the underlying equipment with a
total original cost of $322,733.
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Clinical Studies. We entered into an agreement with several large non-U.S. hospitals to conduct clinical studies
regarding certain aspects of our Omnicarbon heart valve’s clinical performance. The agreement runs through fiscal year 2006.
In general, recipients of clinical study payments are required to purchase our products in order to complete their studies.

Consuiting. In November 2001, we entered into a separation agreement and release with Adel A. Mikhail, Ph.D., who
was our founder and served as our President and Chief Executive Officer from March 1992 until June 15, 2001, when he
retired. Dr. Mikhail continues to serve as Chairman of our Board of Directors. As part of the agreement, we agreed to retain
Dr. Mikhail as an independent consultant for a period of two years. Dr. Mikhail receives a $6,000 per month retainer. The
agreement expires in June 2003.

Summary of Contractual Obligations Payments Due By Period
Less than One Two to Three Four or More

TOTAL Year Years Years
Sulzer Carbomedics........ccoevvvveeiiirionniiieee e $ 200,000 $ 200,000 $ $
UROPACE Loan......ccooiereoieeiiiieeeenirecieocneseiniennn 121,250 121,250
Bank Line of Credit........ccccvvveeenivienereireeniireeerieseneane 2,500,000 2,500,000
Dakota Electric Association (1)......cccocceemreerccienrnnenninnn. 202,469 28,584 57,168 116,717
Dakota County (1).....coveieiiirinirienenieesree e 255,360 39,360 72,960 143,040
Operating Leases .......cceeverierrreiiinnieeseenrenersenerennrenns 19,742 19,742
Capital Leases (1)....ccocveeirierireieeriiine e 112,936 67,480 45,456
Clinical StTUdIes .......ovvevevrrirerrieiiieecrie e 422,380 143,762 198,247 80,371
Consulting.......cococcveiiiiniiiiiii e 81,000 72,000 9,000
TOTAL CONTRACTUAL OBLIGATIONS ................ $ 3915137 § 3,192,178 § 382,831 § 340,128

¢))] Future payments include interest due.
Recent Accounting Pronouncements

In June 2001, the FASB issued SFAS No. 141, “Business Combinations,” which addresses accounting and financial
reporting for business combinations. Also in June 2001, the FASB issued SFAS No. 142, “Goodwill and Other Intangible
Assets,” which addresses how intangible assets acquired individually or with a group of other assets, except for those acquired
in a business combination, should be accounted for in financial statements upon their acquisition and how goodwill and other
intangible assets should be accounted for after they have been initially recognized in the financial statements. Both of these
statements are effective in their entirety for our company on May 1, 2002. The adoption of these statements will not have a
material impact on our current financial position or our results of operations.

In August 2001, the Financial Accounting Standards Board (FASB) issued SFAS No. 144, “Accounting for the
Disposal of Long-Lived Assets,” which addresses accounting and financial reporting for long-lived assets. This statement is
effective for us on May 1, 2002. The adoption of this statement is not expected to have a material impact on our financial
position or results of operations.

In May 2002, the FASB issued SFAS No. 145, “Rescission of SFAS Nos. 4, 44, and 64, Amendments to SFAS No.
13, and Technical Corrections as of April 2002.” The new statement amends existing authoritative pronouncements to make
various technical corrections, clarify meanings, or describe their applicability under changed conditions. SFAS No. 145 was
adopted by us effective May 1, 2001. The adoption of SFAS No. 145 required the classification of the loss on early
extinguishment of convertible subordinated bridge notes as a component of net loss from recurring operations for fiscal year
2002 versus being classified as an extraordinary item.

Qualitative and Quantitative Disclosures about Market Risk

We develop our products in the U.S. and market our products globally. Because we continue to detive our revenue
primarily from sources outside of the U.S., our financial results could be affected by many factors, such as changes in currency
exchange rates or weak economic conditions in foreign markets. Substantiaily all of our sales are denominated in U.S. dollars.
A strengthening of the U.S. dollar could make our products less competitive in foreign markets. We do not currently
participate in any currency hedging activities to mitigate this risk. We intend to assess the need to use financial instruments to
hedge our exchange rate exposure on an ongoing basis. Our interest income and expenses are sensitive to changes in the
general level of U.S. interest rates, particularly since our investments are in short-term instruments and our long-term debt and
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revolving line of credit require interest payments calculated at variable rates. Based on the current nature and levels of our
investments and debt, however, we believe that we currently have no material market risk exposure.

Our general investing policy is to limit market and credit risk and the risk of principal loss. All liquid investments
with original maturities of three months or less are considered to be cash equivalents.

Cautionary Statement

MedicalCV, Inc., or persons acting on our behalf, or outside reviewers retained by us making statements on our
behalf, or underwriters of our securities, from time to time, may make, in writing or orally, “forward-looking statements” as
defined under the Private Securities Litigation Reform Act of 1995. This Cautionary Statement, when used in conjunction with,
an identified forward-looking statement, is for the purpose of qualifying for the “safe harbor” provisions of the Litigation
Reform Act and is intended to be a readily available written document that contains factors which could cause results to differ
materially from such forward-looking statemenis. These factors are in addition to any other cautionary statements, written or

oral, which may be made, or referred to, in connection with any such forward-looking statement.

The following matters, among others, may have a material adverse effect on our business, financial condition,
liquidity, results of operations or prospects, financial or otherwise. Reference to this Cautionary Statement in the context of a
Jorward-looking statement or statements shall be deemed to be a statement that any one or more of the following factors may
cause actual results to differ materially from those in such forward-looking statement or statements.

Risks related to our business

We may be unable to fund our significant future capital needs, and we may need additional funds sooner than
anticipated. Based on our current rate of expenditures, anticipated net sales and current sales and marketing plans, we
estimate that we will need to raise between $3,000,000 and $4,000,000 of additional equity or debt financing to fund operations
and working capital requirements for the next 12 to 18 months. We expect to face substantial difficulty in raising funds in the
current market environment and we have no commitments at this time to provide the required financing. We seek to refinance
our bank debt before November 2002 to give us additional borrowing capacity and flexibility in funding the growth of our
business. The timing and amount of our future capital requirements will depend on a number of factors, including:

. the extent to which our Omnicarbon 3000 heart valve gains market acceptance in the U.S.;

. costs of manufacturing and marketing;

. potential reductions in heart valve pricing by our competitors;

. costs of licensing and acquiring new products and technologies;

. time and costs involved in obtaining regulatory clearance for our pyrolytic carbon coating process for sales in

the U.S. of our Omnicarbon 4000 heart valve and other unanticipated regulatory costs;

. costs involved in filing, prosecuting and enforcing patents or defending against any patent infringement
claims;

N competing technological and market developments; and

. progress and cost of clinical trials for new products.

We will require additional capital to support future operations, to complete the development of products and to
manufacture and market any products resulting from current development projects. We cannot assure you that such additional
financing will be available on acceptable terms, or at all. If funds are raised by issuing additional equity securities, our then
existing shareholders will experience further dilution. If we are unable to obtain additional funds as needed, we may not be
able to:
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. develop or enhance our products,
. gain market share in the U.S,, or

. respond to competitive pressures or unanticipated requirements.

In the event that we are unable to refinance our revolving line of credit and obtain funds by the end of calendar year
2002, we will be required to significantly revise our business plans and substantially reduce our operating expenditures.

We anticipate future losses and negative cash flows, which may limit or delay our ability to become profitable.
We have incurred losses in each of the last six fiscal years. We had net losses of $4,297,665 for the fiscal year ended April 30,
2002 and $3,238,829 for the fiscal year ended April 30, 2001. As of April 30, 2002, we had an accumulated deficit of
$12,405,386. If we fail to obtain financing when required, we may not be able to develop or enhance our products, gain market
share in the U.S. or respond to competitive pressures or unanticipated requirements, which could seriously harm our business,
financial position and results of operations. We expect to incur additional net losses until we are able to generate and sustain
substantially higher revenues while maintaining reasonable expense levels, both of which involve uncertainty. We also must
continue to make significant expenditures on sales and marketing in connection with our heart valves. We cannot assure you
that our revenues will grow in future periods or that we will ever become profitable. If we do achieve profitability, we cannot
assure you that we would be able to sustain or increase profitability on a quarterly or annual basis in the future. In addition, the
report of our independent accountants for fiscal year 2002 includes an explanatory paragraph expressing doubt about our
ability to continue as a going concern.

We rely upon sales of our Omnicarbon heart valves for substantially all of our revenue. Our results of
operations materially depend on the success of the Omnicarbon 3000 and 4000 heart valves, which accounted for substantially
all of our operating revenue for the fiscal years ended April 30, 2002 and April 30, 2001. A significant reduction in sales of
Omnicarbon heart valves for any reason, including the introduction of additional competing products, would have a material
adverse effect on us. If we develop additional products, we would need to obtain regulatory approval before we could sell
them. Given the time-consuming nature of the regulatory clearance process, we do not expect to be able to sell such additional
products in the foreseeable future. We also anticipate that research and development and clinical and regulatory expenses will
continue to rise in future periods.

We cannot assure you that our heart valves will gain physician acceptance. A limited number of cardiovascular
surgeons and cardiologists can influence medical device selection and purchase decisions for a large portion of the target
cardiovascular surgery patient population. We cannot assure you that our Omnicarbon heart valves, or any of the products that
we may develop, will gain any significant degree of physician acceptance, or that users will accept these products as preferable
to alternative products or methods of treatment. Physician acceptance of our Omnicarbon heart valves will depend upon our
ability to demonstrate the clinical advantages of lower complication rates and cost-effectiveness of Omnicarbon heart valves
when compared to other prosthetic heart valves. Negative publicity involving Omnicarbon heart valves or other prosthetic
heart valves could adversely affect the overall acceptance of Omnicarbon heart valves. Further, because Omnicarbon heart
valves are monoleaflet heart valves, we must overcome in the U.S. and in other markets a preference for bileaflet heart valves,
which are marketed by most major manufacturers of mechanical heart valves. Any of the foregoing factors, among others,
could limit or detract from physician acceptance of our product and have a negative effect on our business, financial condition,
operating results and cash flows.

Because we do not have FDA clearance to manufacture our Omnicarbon 3000 heart valves using our own
pyrolytic carbon process for sale in the U.S., we depend upon a third party supplier for critical components. We market
our Omnicarbon 3000 heart valves, which we have now begun to sell in the U.S. and Japan, with pyrolytic carbon components
produced by Sulzer Carbomedics, a third party supplier which selis competing heart valves. We have a supply contract that
requires us to purchase such components for use in the Omnicarbon 3000 heart valve solely from Sulzer Carbomedics until
December 2003. Given the absence of FDA-cleared alternative sources for pyrolytic carbon components for our Omnicarbon
3000 heart valves, any disruption or termination of our supply contract, or our failure to extend it, if necessary, would have a
material adverse effect on our continued ability to sell Omnicarbon 3000 heart valves. Future purchase shortfalls could
adversely affect our ongoing relationship with Sulzer Carbomedics. Further, we cannot assure you that we will be able to
obtain FDA clearance to manufacture Omnicarbon heart valves for sale in the U.S. using our own pyrolytic carbon process.
Our future success will depend, in part, on obtaining FDA clearance to manufacture carbon components for heart valves for
sale in the U.S.
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We may need to fund multiple research studies throughout the lifecycle of each of our products, providing
statistically significant scientific data to regulatory agencies and cost effectiveness data to third party payers. The FDA,
foreign regulatory agencies and third party health care payers may require scientific clinical outcomes data and cost
effectiveness data. We will need to provide this data throughout our products’ lifecycles. Payers and governmental agencies
may change the frequency and breadth of clinical research required, potentially significantly increasing our costs. Without
adequate positive outcomes data that demonstrate advantages from the use of our Omnicarbon heart valves, we may not
achieve any significant market penetration. We cannot assure you that our outcomes data will be adequate to meet present or
future medical device utility requirements. If our outcomes data does not meet such requirements, we may be unable to sell
our products or obtain third party reimbursement for the costs of our products.

Intense competition in the prosthetic heart valve industry could prevent us from successfully marketing our
products or render our products obsolete. We compete in mature, highly competitive markets in which many of our
competitors have well-known and established products. To compete successfully in these markets, we must maintain
competitive pricing and demonstrate the advantages of our Omnicarbon heart valves in terms of post-surgical complications.
Several companies are currently pursuing new mechanical heart valve designs, blood compatible coatings for mechanical heart
valves, longer lasting tissue heart valves and surgical alternatives to implanting prosthetic heart valves. It is possible that
technological advances by our competitors, or advances in surgical procedures that delay the need for replacing heart valves,
could render our Omnicarbon heart valves noncompetitive or obsolete.

Our primary competitors, St. Jude Medical, Inc., Medtronic, Inc. and Sulzer Carbomedics, dominate the market and
control most of the mechanical heart valve market worldwide. Our competitors have extensive clinical data demonstrating the
performance of their heart valves and internal carbon manufacturing capabilities. The companies with which we compete have
many additional competitive advantages over us, including:

. greater name recognition and product market acceptance;

. more established physician relationships;

i broader product lines;

. greater distribution capabilities;

¢ greater regulatory compliance capabilities;

. larger marketing, research and development staffs and facﬂities; and
. greater financial resources.

We cannot assure you that we will be able to compete against such competitors or their products.

Our future results depend upon the strength of the mechanical heart valve market. Qur business could suffer if
the use of mechanical heart valves declines. In recent years, there has been an increase in the number of tissue heart valves
used. We believe that improvements in tissue heart valve longevity and an increase in the average age of heart valve patients
have contributed to the recent increase in the use of tissue heart valves. Ifthe use of mechanical heart valves declines, it could
materially adversely affect our business, financial condition, operating results and cash flows.

The small number of distributors operating in foreign markets whe currently generate substantially all of our
revenues pose a concentration of credit risk and could leave us at any time, impairing our business. Substantially all of
our sales originate from eight distributors who market our Omnicarbon 4000 heart valves in Europe, South Asia, the Middle
East and the Far East. Because we do not control the amount or timing of the resources such parties allocate to sales of our
product, any revenues we derive from such relationships depend upon the efforts of such distributors. If we could not locate a
replacement on a timely basis, the loss of an international distributor could adversely affect us.

Certain of our significant international distributors are affiliates of our company. During our fiscal year ended April
30, 2002, such affiliates made net purchases of product from our company equal to approximately 48.6 percent of our net sales.
During our fiscal year ended April 30, 2001, such affiliates made net purchases of product from our company equal to
approximately 45.5 percent of our net sales. Obligations to us from our distributors are unsecured. Such affiliates could fail to
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pay receivables or cease distributing our products at any time, thereby materially and adversely affecting our business,
financial condition, operating results and cash flows.

We depend upon sales outside the U.S., which are subject to a number of risks that could harm our ability to
successfully commercialize our product and could harm our business. We face several risks as a result of doing business
in foreign markets, including:

. unforeseen changes in regulatory requirements and government health programs;
. potentially adverse tax consequences;

. political and economic instability; and

. greater difficulty in collecting payments from product sales.

In addition, the value of the U.S. dollar in relation to other currencies may also harm our sales to customers outside
the U.S. because we require substantially all of our customers to pay for our products in U.S. currency.

Substantial government regulation in the U.S. and abroad may restrict our ability to sell our heart valves. The
FDA and comparable regulatory authorities in foreign countries extensively and rigorously regulate our products, product
development activities and manufacturing processes. In the U.S., the FDA regulates the introduction of medical devices as
well as the manufacturing, labeling and record-keeping procedures for such products. We are required to:

. obtain clearance before we can market and sell medical devices;

. satisfy content requirements applicable to our labeling, sales and promotional materials;
. comply with manufacturing and reporting requirements; and

. undergo rigorous inspections.

The process of obtaining marketing clearance for new medical devices from the FDA can be costly and time
consuming. For example, the premarket clearance process, which our medical devices must undergo, can require numerous
years to complete. Although we recently obtained FDA clearance for our Omnicarbon 3000 heart valve, we cannot assure you
that our future products will obtain FDA clearance on a timely basis, or at all. Our products must also comply with laws and
regulations of foreign countries in which we market such products. In general, the extent and complexity of medical device
regulation is increasing worldwide. This trend may continue, and the cost and time required to obtain marketing clearance in
any given country may increase as a result. We cannot assure you that our products will obtain any necessary foreign
clearances on a timely basis, or at all.

Once medical devices are cleared for sale, regulatory authorities may still limit the use of such products,
restrict sales to certain models or sizes, prevent the sale or manufacture of such products or require a recall or
withdrawal of such products from the marketplace. Following initial clearance from regulatory authorities, we continue to
be subject to extensive regulatory requirements. Government authorities can withdraw marketing clearance due to our failure
to comply with regulatory standards or due to the occurrence of unforeseen problems following initial clearance. Ongoing
regulatory requirements are wide-ranging and govern, among other things:

i annual inspections to retain CE mark for sale of products in the European Union;
d product manufacturing;

. annual inspections to retain ISO certification of our quality system;

. supplier substitution;

. product changes;
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. process modifications;

. medical device reporting; and

. product sales and distribution.

The FDA and various government agencies inspect our facilities from time to time to determine whether we are in
compliance with applicable laws and regulations. If we fail to comply or maintain compliance with medical device laws or

regulations, regulatory authorities may fine us and bar us from selling our products. If the FDA believes we are not in
compliance with such laws or regulations, it can:

d seize our products;

. require a recall;

. withdraw previously granted market clearances;

. implement procedures to stop future violations; and/or
. seek civil and criminal penalties against us.

The uncertainty of third party reimbursements and possible health care reforms may adversely affect us. Our
ability to market products successfully in the U.S. will depend in part on the extent to which reimbursement for the cost of such
products and related treatment will be available from government health administration authorities, private health insurers,
health maintenance organizations and other third party payers. Payers increasingly challenge the need for, and prices of,
medical products and services. Payers may deny reimbursement for procedures that they deem experimental or for devices
used in ways other than as cleared by the FDA or stated in their indications for use. With respect to our products, some payers
could deny coverage until the devices become generally accepted by the medical profession. The inability of hospitals and
other providers to obtain reimbursement from third party payers for our products would have a material adverse impact on our
business, financial condition, operating results and cash flows.

Health care reform may also impact sales of new products in the U.S. Reforms may include:
. mandated basic health care benefits;

. controls on health care spending through limiting the growth of private health insurance premiums and
Medicare and Medicaid spending; and

d fundamental changes to the health care delivery system.

We anticipate that Congress and state legislatures will continue to review and assess alternative health care delivery
systems and payment methodologies, and that public debate of these issues will likely continue in the future. Due to
uncertainties regarding the ultimate features of reform initiatives and their enactment and implementation, we cannot predict
which, if any, of such reform proposals will be adopted, when they may be adopted or what impact they may have on our
ability to market our current and future products. Laws resulting from such reform initiatives could adversely impact our
business, financial condition, operating results and cash flows.

Despite our efforts to protect our proprietary rights, unauthorized parties may attempt to use information that
we regard as proprietary. We also run the risk of infringing the proprietary rights of third parties. We do not have
patent protection for the design of our Omnicarbon heart valves. We rely upon a combination of trade secrets, know-how and
confidentiality agreements to protect the proprietary aspects of our technology, including aspects of manufacturing. We have
patent applications filed for the pyrolytic carbon coating process used in our Omnicarbon 4000 heart valve. We have patents
for our bileaflet mechanical heart valve project which is currently under development. We expect to seek patent protection for
additional products in the future. Our success will depend, in part, on our ability to protect our products and to manufacture
and sell them without infringing the rights of third parties. The validity and breadth of claims covered in medical technology
patents involve complex legal and factual questions and, therefore, are highly uncertain. In addition, the laws of many
countries do not protect our proprietary rights to as great an extent as do the laws of the U.S. We cannot assure you that:
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. any pending patent applications or any future patent applications will result in the issuance of patents;

. the scope of any patent protection will be effective to exclude competitors or to provide competitive
advantages to us;

. we will be able to commercially exploit any issued patents before they expire;

. any of our patents will be held valid if subsequently challenged;

. others will not claim rights in, or ownership of, the patents and other proprietary rights we hold;

. our products and processes will not infringe, or be alleged to infringe, the proprietary rights of others; or
. we will be able to protect meaningful rights in proprietary technology over which we do not hold patents.

Furthermore, we cannot assure you that others have not developed or will not develop products which may duplicate
any of our products or manufacturing processes, or that others will not design around our patents. Other parties may
independently develop or otherwise acquire substantially equivalent techniques, gain access to our proprietary technology or
disclose such technology. In addition, whether or not we obtain additional patents, others may hold or receive patents covering
components of products we independently develop in the future. We cannot assure you that third parties will not claim
infringement by us, and seek substantial damages, with respect to current or future products. If we were to become involved in
a dispute regarding intellectual property, whether ours or that of another company, we may be involved in legal proceedings.
Any such claims, with or without merit, could be time-consuming, result in costly litigation, cause product shipment delays and
require us to:

. cease manufacturing and selling our product, which would seriously harm us;
d enter into royalty or licensing agreements; or
. design commercially acceptable non-infringing alternative products.

We cannot assure you that we would be able to obtain royalty or licensing agreements, if required, on terms
acceptable to us or at all, or that we would be able to develop commercially acceptable non-infringing alternative products.
Our failure to do so could have a material adverse effect upon our business, financial condition, operating results and cash
flows.

If patients allege that the use of Omnicarbon heart valves adversely affected them, we may face substantial
product liability claims. Substantial product liability litigation exists within the medical device industry. Mechanical heart
valves are life-sustaining devices, and their failure may result in patient death. We have had product liability claims in the past,
which have been resolved without material financial cost to us. We cannot assure you, however, that future product liability
claims will not exceed the limits of our insurance coverage or that such insurance will continue to be available on
commercially reasonable terms, or at all. Consequently, a product liability claim or other claim with respect to uninsured
liabilities, or in excess of insured liabilities, could have a material adverse effect on our business, financial condition, operating
results and cash flows. In addition, adverse publicity resulting from product liability litigation may materially adversely affect
us regardless of whether the claims are valid or whether we are liable. These claims may divert our financial and management
resources that would otherwise be used to benefit the future performance of our operations.

Key employees could leave our company at any time, impairing our development and profitability. We depend
heavily on the technical knowledge and industry expertise of our management team and our founder and former chief executive
officer, Adel A. Mikhail, Ph.D., with whom we have a two-year consulting agreement. The development and execution of our
business plan depends upon these individuals. We do not have employment agreements with most of our key employees. The
departure of key people could adversely affect our business, financial condition, operating results and cash flows.

We may be unable to recruit, motivate and retain qualified employees. Our success depends upon our ability to
attract, motivate and retain a sufficient number of qualified employees, including those who concentrate in research and
development, sales, marketing and manufacturing, to keep pace with our product development schedules. Even though we
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have not experienced shortages of qualified people to date, qualified individuals needed to fill these positions could be in short
supply in our market. Our inability to recruit, motivate and retain such individuals may delay the planned launch of new
products or result in high employee turnover, either of which could have a material adverse effect on our business, financial
condition, operating results and cash flows. Additionally, competition for qualified employees could require us to pay higher
wages and provide additional benefits to attract sufficient employees.

We may be unable to collect on our loan to UROPACE, Inc. In July 1995, we established a wholly-owned
subsidiary called UROPACE, Inc. On November 1, 2000, we completed a spin-off of UROPACE to our existing shareholders.
As part of this spin-off, we agreed to loan UROPACE up to $356,250 at a variable interest rate. As of April 30, 2002, we had
loaned UROPACE $235,000. Principal and interest on the note is payable in instaliments equal to 5 percent of UROPACE’s
future annual net sales until the note is paid in full. Due to the development stage of UROPACE, it is uncertain whether we
will be able to collect on this loan. For financial reporting purposes, we have recorded an allowance for the entire balance of
the loan at April 30, 2002.

Risks related to our securities

Fluctuations in our operating results may result in decreases in the price of our securities. Our operating results
have and will continue to fluctuate significantly because of several factors, including the timing of FDA clearance, government
policies regarding payment for our products and new technology. Consequently, our operating results may fall below the
expectations of public market analysts and investors. In that event, the price of our securities would likely decrease.

No public market exists for our commen stock or Class A Warrants, and an active market may not develop for
our units. No public market exists for our common stock or Class A Warrants. Such a market may not exist until at least May
20, 2003, when the unit components may be traded separately. We cannot assure you that an active market for such securities
will develop in the future or that an active market for our units will develop. Before our initial public offering, there was no
public market for our units. As a result, we arbitrarily established the offering price for the units and the exercise price of the
Class A Warrants through negotiations with our underwriter. Such prices were not based upon our assets, earnings history or
book value.

If we do not maintain our Nasdagq listing, you may have difficulty reselling your units. We will need to maintain
certain financial and corporate governance qualifications to keep our units listed on The Nasdaq SmallCap Market and to
obtain listing for our common stock and Class A Warrants. We cannot assure you that we will at all times meet the criteria for
continued or initial listing. If we fail to maintain such qualifications, including a minimum bid price for our units of $1.00, our
units may be delisted and our common stock and Class A Warrants may not become listed. In the event of delisting or failure
to list, trading, if any, would be conducted in the over-the-counter markets in the so-called “pink sheets” or the National
Association of Securities Dealers, Inc. “Electronic Bulletin Board.” At that point, our securities would become subject to the
SEC’s “penny stock rules.” The penny stock rules would impose additional requirements on broker-dealers who effect trades
in our securities other than trades with their established customers and accredited investors. Consequently, the delisting or
failure to list our securities and the applicability of the penny stock rules may adversely affect the ability of broker-dealers to
sell our securities, which may adversely affect your ability to resell our securities. If any of these events take place, you may
not be able to sell as many securities as you desire, you may experience delays in the execution of your transactions and our
securities may trade at a lower market price than they otherwise would.

Our existing shareholders have significant control, which could reduce your ability to receive a premium for
your securities through a change in control. Officers and directors of our company beneficially own 38.6 percent of our
common stock. As a result, they may be able to control our company and direct our affairs, including the election of directors
and approval of significant corporate transactions. This concentration of ownership could also delay, defer or prevent a change
in control of our company, and make some transactions more difficult or impossible without their support. These transactions
might include proxy contests, tender offers, open market purchase programs or other share purchases that could give our
shareholders the opportunity to realize a premium over the then prevailing market price of our securities. As a result, this
concentration of ownership could depress the price of our securities.

Minnesota law and our ability to issue preferred stock could deter a take-over or acquisition of our company.
Our articles of incorporation authorize the issuance of shares of preferred stock. Our board of directors, without any action by
our shareholders, is authorized to designate and issue the preferred stock in such classes or series as it deems appropriate and
establish the rights and privileges of such shares, including liquidation and voting rights. Our ability to designate and issue
preferred stock having preferential rights over our common stock could adversely affect the voting power and other rights of
holders of common stock, should we determine to issue preferred stock. We are also subject to the Minnesota Business
Corporation Act, which includes provisions that limit the voting rights of persons acquiring specified percentages of shares of
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an issuing public corporation in a “control share acquisition” and restrict “business combinations™ between issuing public
corporations and specified persons acquiring their securities. Our ability to issue preferred stock and the application of the
provisions of Minnesota law discussed above could impede or deter another company from making a tender offer or other
proposal to take us over.

We may redeem the Class A Warrants at a nominal price. We may redeem the Class A Warrants at $0.01 per
warrant at any time once they become exercisable, upon ten business days’ notice, if the closing price of our common stock or
units exceeds $8.50, subject to customary anti~dilution adjustments, for any ten consecutive trading days before such notice. If
we redeem the Class A Warrants, you will lose your right to exercise the Class A Warrants except during the ten business day
notice period. Qur redemption of the Class A Warrants could force you to exercise the Class A Warrants at a time when it may
be disadvantageous for you to do so, to sell the Class A Warrants at the then current market price or to accept the redemption
price, which could be substantially less than the market value of the Class A Warrants at the time of redemption.

If we do not maintain an effective prospectus, you will be unable to exercise your Class A Warrants. You will
be able to exercise the Class A Warrants, and we will be able to issue shares to you upon such exercise, only if a current
prospectus relating to the shares underlying the Class A Warrants is then in effect and only if such securities are qualified for
sale or exempt from qualification under the applicable securities laws of the state in which you reside. Although we cannot
assure you that we will actually be able to do so, we will use our best efforts to:

. maintain the effectiveness of a current prospectus covering the shares underlying the Class A Warrants, and

. maintain the registration of such shares under the securities laws of the states in which we initially qualified the
units for sale in our initial public offering.

We have broad discretion to use the proceeds from our initial public offering for purposes with which you may
not agree, and we may not be successful in investing the proceeds. We plan to use the proceeds from our initial public
offering for general corporate purposes including, but not limited to, marketing, developing various medical devices and,
potentially, licensing technology from third parties. The amounts actually expended for the above purposes may vary
significantly depending upon a number of factors. Therefore, we will have broad discretion as to how we will spend the
proceeds. Shareholders may not agree with the ways in which we use the proceeds and our management may not make the
best use of the proceeds. We cannot predict whether our management’s investment of the proceeds will yield a favorable, or
any, return.
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Report of Independent Accountants
To the Board of Directors and Shareholders of MedicalCV, Inc.

In our opinion, the accompanying consolidated balance sheets and the related consolidated statements of operations, of changes
in shareholders’ equity and of cash flows present fairly, in all material respects, the financial position of MedicalCV, Inc. at
April 30, 2002 and 2001, and the results of its operations and its cash flows for the years then ended in conformity with
accounting principles generally accepted in the United States of America. These financial statements are the responsibility of
the Company’s management; our responsibility is to express an opinion on these financial statements based on our audits. We
conducted our audits of these statements in accordance with auditing standards generally accepted in the United States of
America, which require that we plan and perform the audit to obtain reasonable assurance about whether the financial
statements are free of material misstatement. An audit includes examining, on a test basis, evidence supporting the amounts
and disclosures in the financial statements, assessing the accounting principles used and significant estimates made by
management, and evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

The accompanying financial statements have been prepared assuming that the Company will continue as a going concern. As
discussed in Note 1 to the financial statements, the Company has sustained losses and negative cash flows from operations in
recent years and has insufficient funds to meet the requirements of its revolving credit facility, which matures November 2002,
and finance its working capital and capital expenditure needs, which raises substantial doubt about the Company’s ability to
continue as a going concern. Management’s plans in regard to these matters are also described in Note 1. The financial
statements do not include any adjustments that might result from the outcome of this uncertainty.

/s/ PricewaterhouseCoopers LLP

PricewaterhouseCoopers LLP
June 6, 2002
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MedicalCV, Inc.
Consolidated Balance Sheet

April 30,
2002 20601
ASSETS
Current assets:
Cash and cash eQUIVAIENTS...........ccivieeiirieisiiee et a e e sebas $ 2,781,675 § 111,977
Trade accounts receivable, NEL .......cviviiiie i sreree et e e sere s e e e e sn bt e s srnnnee s 1,258,616 1,125,560
TOVEINIOTIES. ....vveeeri e ciic et e etee st e e et e sce e s e s eab e e e st eesaness e e astaesabesabeesataesnssaesesnesnns 2,322,535 2,172,035
Prepaid expenses and Other aSSEtS .......cccevvrieiiericriniinirn e 78,993 127,354
TOtal CUITENT ASSELS 1.viiiiviiiriiieereiiciiireet ettt e s e rrer e e e e s rnaeeee s s sabraeeessaneaananeeessan 6,441,819 3,536,926
Property, plant and equipment, NEt..........cccociiviiiiiiiii s 1,575,153 1,446,382
Deferred financing COStS, NEt.......cuviiirrecierirrorieneee e et beneesrteree e e reveeesbeesbeeses 72,860 233,936
10 1115 o 1T - SO USSR UPREPUTON 1,394 1,394
TOtA] ASSEES ..vvervee e it eeee e erea e e st s et et e et e e e eetbe s eaae st e st st e st e e s et e nenresrteas $ 8,091,226 $ 5,218,638
LIABILITIES AND SHAREHOLDERS' EQUITY
Current liabilities:
Current portion of long-term debt..........ccocviiiiiiiiini e $ 2,542,460 $ 42,460
Current portion of capital lease obligations............ccovecvereiereciccinneii s 59,854 61,552
Accounts PAYADIE.......c.ccriiiciieii e e 589,520 511,340
ACCIUEA EXPEIISES ....uvveuveerivererenteriieeeienttesteaesresseessesseasseiestessssssesanesssessaesssesssessesnnen 491,760 314,524
Total current HabIItIES .....eeiiciiieireee it eeairrer e e e s e taareeeeen s 3,683,594 929,876
Long-term debt, less CUrtent POrtion.........c.occeervrereeiieirreienrceceseenessreesnesreeesereeseeemeenes 339,523 1,786,987
Capital lease obligations, 1ess CUITENt POTTIOIL ......cevvrvveiivrirerieriinrese ettt 42,069 72,504
TOtA] JHADIIITIES .. vvevvrrerecereieenreetiicrerec ettt eea e ae e v saet s eetas e s tvesneaeaaesente treesaseneeseeseres 4,065,186 2,789,367
Commitments and contingencies (Notes 5, 9 and 11).......cccoocveeiviiiiiiincncoin e,
Shareholders' equity:
Preferred stock, $.01 par value; 5,000,000 shares authorized; no shares issued and
OULSTANAING ...ttt sttt et s s sanenretbens — —
Common stock, $.01 par value; 95,000,000 shares authorized; 7,843,834 and
6,343,834 shares issued and outstanding, respectively..........coeviiveniiiiinciininnean, 78,438 63,438
Additional paid-in apital.........cooceririiircnin e e e 16,362,050 10,490,378
Deferred stock-based cOMPENSAION .......eeceeiiviiiieiieriireiieeeee e esreeceiae e aee s eneaeennas (9,062) (16,824)
Accumulated defiCit. .. ..o ar e (12,405,386) (8,107,721)
Total shareholders' EqUILY.......cccvveeeiiiierieriie e 4,026,040 2,429,271
Total liabilities and shareholders' EqUItY .......ccocevvveeirieriicenre s $ 8,091,226 $ 5,218,638

The accompanying notes are an integral part of these financial statements.
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MedicalCV, Inc.
Consolidated Statement of Operations

GIOSS PLOTIL .. .eiieitiiriit ettt sttt et b e et et s e e s e nbeaebesne e
Operating expenses:
Sales and MArketing........cccovrvevirerieriiiiereere et ees
General and adminiStratiVe...........ccocevveriiieer ettt be s
Total OPErating EXPEISES ... ..cvvrrerrerereirerriteeriteteeeteeriteesastresiessssessassseessenaresssensns
LSS fTOm OPEIAtIONS. ... .ceoviiiiiiiieiiieiiis vttt eee s srre st ree e see s eare e see e e naeaneeens
Other (expense) income:
TDEETEST EXPEIISE ..eeveiinieiiiiiiiiie ittt s et s e et e e e e e s ree et e e s s re b beraseaeeannrees
INEETEST INCOMIE .veevveeieiitie it eeiectte st et eebe et eeteesteesbe et e staesra et aetbesseeeseesbaesbessnasreesaseareens
Loss from early extinguishment of convertible subordinated bridge notes...................
OthEr INCOME (EXPENSE) «veevvrirriiererreirisaerieseesrieriesssessesssesssassessrasssessansssesssessnssnessens
Total Other BXPEMSE .. coiuiiiiir ettt ettt ettt et e e et et a e g et e e ranbeesane e
INEELOSS -ttt et sttt st e n e st et a b ek et e e s e e e e

Basic and diluted net 108S Per Share.......c.ccovvveiieiniieiicere e e

Shares used in computing basic and diluted net loss per share............cccceveiiniiirieenirnenn,

Year ended April 30,
2002 2001
2,982,198 § 2,863,440
2,109,453 1,804,278
872,745 1,059,162
2,089,104 1,425,493
1,817,159 1,603,117
779,038 965,472
4,685,301 3,994,082
(3,812,556) (2,934,920)
(241,197) (207,314)
47,414 14,722
(335,410)
44,084 (111,317)
(485,109) (303,909)
(4,297,665) $  (3,238,829)
(62) $ (.56)
6,980,820 5,787,642

The accompanying notes are an integral part of these financial statements.
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MedicalCV, Inc.
Consolidated Statements of Changes in Shareholders’ Equity

Additional Deferred
Common Stock Paid-in Stock-Based (Accumulated
Shares Amount Capital Compensation Deficit) Total

Total, April 30,2000 ........cc..oevvecnereenenn, 5,023,834 § 50,238 § 6,779,082 $ — $ (4,868,892) $ 1,960,428
NEt10SS. e iieireeeieeceeece e (3,238,829) (3,238,829)
Common stock 15SUed ...v..vevveereiviineiieieenennns 1,170,000 11,700 2,913,300 2,925,000
Exercise of stock options 255,000 2,550 673,199 675,749
Repurchase of common stock in connection

with stock Option exercises ......c.....ccevenee (120,000) (1,200) (298,800) (300,000)
Deferred stock-based compensation ............ 20,075 (20,075)
Amortization of stock-based compensation.. 3,251 3,251
Issuance of common stock for

COMPENSAtION ...eevirivrerieresrenreereeeenranas 15,000 150 41,850 42,000
Issuance of warrants for compensation ........ 162,000 162,000
Stock options issued to non-employees........ 123,050 123,050
Warrants issued in connection with bank

line of credit guarantee .............cc.cocenennn, 76,622 76,622
Total, April 30, 2001 ....cccoevrvevrrnnrencnann, 6,343,834 63,438 10,490,378 (16,824)  (8,107,721) 2,429,271
NEL 0SS ..veeeiirerie et ieeete et ee e (4,297,665) (4,297,665)
Common stock issued, net of issuance costs

Of $1,353,515 oo 1,500,000 15,000 5,381,485 5,396,485
Warrants issued in connection with

issuance of common stocK ...........c.eeeeens 50 50
Amortization of stock-based compensation.. 7,762 7,762
Stock options issued to non-employees........ 69,844 69,844
Discount on convertible subordinated

bridge Notes.........cocrevrivenreniieienenennee 497,125 497,125
Warrants issued in connection with

convertible subordinated bridge notes ..... 500 500
Repurchase of beneficial conversion feature

related to early extinguishment of

convertible subordinated bridge notes ..... (77,332) (77,332)
Total, April 30,2002 ......cccoocvrererierennn 7,843,834 § 78,438 $ 16,362,050 $ (9,062) $(12,405,386) $ 4,026,040

The accompanying notes are an integral part of these financial statements.
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MedicalCV, Inc.
Consolidated Statement of Cash Flows

Year ended April 30,
2002 2001
Cash flows from operating activities:
$ (4,297,665) $ (3,238,829)
Adjustments to reconcile net loss to net cash used in operating activities:
Loss on early extinguishment of convertible subordinated bridge notes.........ccoocovvniveivivienicreneriennn, 335,410
Depreciation .......o..ceveeeevrvecrecnne et . . 290,049 203,133
Amortization ... 222,191 179,428
Amortization of discount on convertible subordinated bridge notes .. . 84,383
Provision for doubtful accounts.........ccouvverervrecvmeneisinsieienens . . 133,360 167,222
Provision for inventory obsolescence.. . 37,584 67,083
Stock-based COMPENSAtON .........voruiiiici et et 77,606 664,801
Changes in assets and liabilities:
Accounts receivable (185,416) 82,484
Inventories .....cccvecerecrerennns (188,084) (564,359)
Prepaid expenses and other assets. 48,361 (22,777)
Accounts payable .............ccc..... . 78,180 (61,474)
ACCTUEH EXPEIISES .....oocvrrrriitictic e st sr s e s bt b s bbb 177,236 12,590
Net cash used in OPEIating ACUVIHES ...cc.icieiverrer ettt ese st et s s ensse s (3,186,805) (2,510,698)
Cash flows from investing activities:
Purchase of property, plant and EQUIPINENT .......cc.ciuiiiiirmi e recetetaeasec st saseesasscsssesssssesareasnsas (384,024) (362,344)
L0an 10 URODPACE .....oiiiecrctrcreceeemersi s et s etses s aase s s e stk s s bt an e saras (81,000) (154,000)
Net cash used in INVESHNE ACHVILIES. .....ccuviireiirieiieiei ittt s e enans (465,024) (516,344)

Cash flows from financing activities:
Borrowings on bank 1ine of Credit ..........ccoccrieceieininrnie s eb st 1,570,000 2,315,000

Principal payments on bank line of credit.. (475,000) (2,130,000)
Principal payments on other long-term debt .. . (42,464) (17,419)
Borrowings on bridge loans, net.............. . 438,885
Principal payments on bridge loans..... (500,000)
Principal payments under capital lease obligations.. (66,929) (87,906)
Issuance of common stock, net of issuance costs.. 5,396,485 2,925,000
Issuance of Warrants ............cceouveveecrnnesecnnens 550
EXEICISE Of SIOCK OPTIONS. ....ruvterieureirsiitcrctcane s reasias st si s ens e b bbb ms ettt s st rres 41,249
Net cash provided by financing ACtIVILIES ..........ccoeriueiiinroriireretii et ses et nbe e 6,321,527 3,045,924
Net increase in cash and cash eQUIVAIENLS. ...ttt seeseesrarin 2,669,698 18,882
Cash and cash equivalents at beginning of YEaT ...t ebes et secnens 111,977 93,095
Cash and cash equivalents at €nd Of YEAT .......c.ccocivriicrcririi et cressen st seres b s s neenans $ 2,781,675 § 111,977
Supplemental disclosure of cash flow information:
Cash paid during the year for:
Interest.....coooenerverenns $ 241,197 $ 93,451
Income taxes 1,256 750
Non-cash investing and financing activities:
Capital lease obligations incurred for the purchase of property, plant, and equipment............c.ccoceevunee 34,796
Discount en convertible subordinated bridge notes related to warrants and beneficial conversion
DEAIULE ... vv sttt et et s bbbt ab e b e s bt e s s ts b e b ars s ba bt eb s e bt et eeasberbene R e s e e s b et asan s es s ers e ensaen 497,125
Repurchase of beneficial conversion feature related to early extinguishment of convertible
SUDOTAINAtEd DIIAZE NOTES ..vvvveievieicriecieiiaeceeerae ettt e esrsnssse e rsre e bbbt st ses s tersasasstabben e srsererenas 77,332
Land special assessments due in future years, net... 162,000
Stock option exercises using common stock ... 337,500
Issuance of common stock for compensation . 42,000
Warrants issued in connection with bank line of credit guarantee...........c..occormrencnnciiercrnnoniencieeenne 76,622

The accompanying notes are an integral part of these financial statements.
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MedicalCV, Inc.
Notes to Consolidated Financial Statements

1. Business Description

MedicalCV, Inc. (the Company) is a corporation engaged in the manufacture and marketing of mechanical
monoleaflet heart valves primarily in Europe, South Asia, the Middle East and the Far East.

The Company’s consolidated financial statements for the year ended April 30, 2002, have been prepared on a going
concern basis, which contemplates the realization of assets and settlement of liabilities and commitments in the normal course
of business. The Company has sustained losses and negative cash flows from operations in recent years and expects these
conditions to continue for the foreseeable future. At April 30, 2002, the Company had an accumulated deficit of $12,405,386,
and has insufficient funds to meet the requirements of its revolving line of credit, which matures November 2002, and finance
its working capital and capital expenditure needs. Accordingly, these matters raise substantial doubt about the Company's
ability to continue as a going concern. The Company is currently pursuing the refinancing of its revolving line of credit and
seeking other financing to fund its operations and working capital requirements. If the Company is unable to refinance its
revolving line of credit and obtain funds by the end of calendar year 2002, it will be required to significantly revise its business
plans and drastically reduce operating expenditures such that it may not be able to develop or enhance its products, gain market
share in the United States or respond to competitive pressures or unanticipated requirements, which could seriously harm its
business, financial position and results of operations.

The Company is subject to risks and uncertainties common to rapidly growing medical technology-based companies,
including rapid technological change, dependence on one principal product, new product development and acceptance, actions
of competitors, dependence on key personnel and United States market penetration.

2. Summary of Significant Accounting Policies
Principles of Consolidation

The Company’s consolidated financial statements include the accounts of MedicalCV, Inc. and its wholly-owned
subsidiaries, CV Holdings, Inc., CVD International, Inc. and its 80 percent-owned dormant subsidiary Medical Europe CVD
which was liquidated in fiscal 2001 with no material impact to the financial statements. All significant intercompany
transactions and balances have been eliminated in consolidation.

Use of Estimates

The preparation of financial statements in conformity with accounting principles generally accepted in the United
States requires management to make estimates and assumptions that affect the reported amounts of assets and liabilities and
disclosure of contingent assets and liabilities at the date of the financial statements and the reported amounts of revenues and
expenses during the reporting period. Actual results could differ from those estimates.

Fair Value of Financial Instruments

The Company’s financial instruments consist primarily of cash and cash equivalents, trade accounts receivable and
accounts payable for which the current carrying amounts approximate fair value. Additionally, the borrowing rates currently
available to the Company approximate current rates for debt agreements with similar terms and average maturities.

Cash and Cash Equivalents

Cash and cash equivalents consist of checking accounts and a money market account, all of which are held in two
depository institutions. The Company considers all highly-liquid investments with original maturities of three months or less
to be cash equivalents. The carrying value of cash equivalents approximates fair value because of the short maturity of these
instruments. The majority of the Company’s cash and cash equivalents are held in two financial institutions. Deposits in these
institutions may exceed the amount of federal insurance provided on such deposits.

Inventories

Inventories consist of various mechanical heart valves and other medical items that are stated at the lower of cost or
market, with cost determined utilizing standard costs, which approximate the first-in, first-out method of inventory valuation.
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Property, Plant and Equipment

Property, plant and equipment is stated at cost. Depreciation and amortization is computed using the straight-line
method over the estimated useful lives of the related assets. The building is depreciated over a 30-year life. Machinery and
equipment, furniture and fixtures, and tooling and software are depreciated over five-year lives. Maintenance and repairs are
charged to current operations when incurred. The cost and related accumulated depreciation or amortization of assets disposed
of are removed from the related accounts and any resulting gains or losses are recorded to the statement of operations.

Long-Lived Assets

The Company periodically evaluates the carrying value of long-lived assets to be held and used, including but not
limited to, capital assets and intangible assets, when events and circumstances warrant such a review. The carrying value of a
long-lived asset is considered impaired when the anticipated undiscounted cash flow from such asset is separately identifiable
and is less than its carrying value. In that event, a loss is recognized based on the amount by which the carrying value exceeds
the fair value of the long-lived asset. Fair value is determined primarily using the anticipated cash flows discounted at a rate
commensurate with the risk involved. Losses on long-lived assets to be disposed of are determined in a similar manner, except
that fair values are reduced for the cost to dispose. No losses from impairment have been recognized in the financial
statements.

Revenue Recognition

The Company recognizes revenues from the sale of its mechanical heart valves provided that the Company has
received a purchase order, the price is fixed, title has transferred, collection of the resulting receivable is probable, and there are
no remaining obligations. Transfer of title occurs for substantially all sales upon shipment. The Company’s products are not
subject to any customer acceptance process. There are no rights of return unless the product does not perform according to
specifications.

Research and Development
Research and development costs are expensed as incurred.
Stock-Based Compensation

The Company accounts for stock-based employee compensation arrangements in accordance with the provisions of
Accounting Principles Board Opinion No. 25, “Accounting for Stock Issued to Employees,” and complies with the disclosure
provisions of Statement of Financial Accounting Standard (SFAS) No. 123, “Accounting for Stock-Based Compensation.”
The Company accounts for stock-based compensation to non-employees using the fair value method prescribed by Emerging
Issues Tax Force (EITF) Issue 96-18.

Income Taxes

Deferred income taxes are recorded to reflect the tax consequences on future years of differences between the tax
bases of assets and liabilities and their financial reporting amounts at each year-end, based on enacted tax laws and statutory
tax rates applicable to the periods in which the differences are expected to affect taxable income. Deferred tax assets are
reduced by a valuation allowance when, in the opinion of management, it is more likely than not that some portion or all of the
deferred tax asset will not be realized. Income tax expense or benefit is the tax payabie or refundable for the year and the
change during the year in deferred tax assets and liabilities.

Comprehensive Income (Loss)

Comprehensive income (loss) includes net income (loss) and items defined as other comprehensive income (loss).
Items defined as other comprehensive income (loss) include items such as foreign currency translation adjustments and
unrealized gains and losses on certain marketable securities. For the years ended April 30, 2002 and 2001, there were no
adjustments to net loss to arrive at comprehensive loss.

Concentration of Credit Risk

At April 30, 2002 and 2001, approximately 68 percent and 59 percent, respectively, of the Company’s accounts
receivable were due from several distributors that individually accounted for 10 percent or more of the Company’s net sales in
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each respective fiscal year (see Note 10). The Company generally requires no collateral from its customers with respect to
trade accounts receivable. The Company maintains an allowance for doubtful accounts based upon its historical experience
and the expected collectibility of all accounts receivable.

Net Income (Loss) Per Share

Net income (loss) per share is computed under the provisions of SFAS No. 128, “Earnings Per Share.” Basic net
income (loss) per common share is computed using net income (loss) and the weighted-average number of shares of common
stock outstanding. Diluted earnings per share reflect the potential dilution of securities that could share in the earnings of an
entity. Diluted net loss per common share does not differ from basic net loss per common share in the years ended April 30,
2002 and 2001 since 3,551,390 and 815,140, respectively, of potential dilutive shares of common stock from exercise of stock
options and warrants are anti-dilutive.

Reclassifications

Certain amounts previously reported have been reclassified to conform to their fiscal year 2002 presentation. These
reclassifications had no effect on net loss, cash flows or shareholders’ equity as previously reported.

New Accounting Pronouncements

In June 2001, the Financial Accounting Standards Board (FASB) issued SFAS No. 141, “Business Combinations,”
which addresses accounting and financial reporting for business combinations. Also in June 2001, the FASB issued SFAS No.
142, “Goodwill and Other Intangible Assets,” which addresses how intangible assets acquired individually or with a group of
other assets, except for those acquired in a business combination, should be accounted for in financial statements upon their
acquisition and also addresses how goodwill and other intangible assets should be accounted for after they have been initially
recognized in the financial statements. Both of these statements are effective in their entirety for the Company on May 1,
2002. The adoption of these statements will not have a material impact on the current financial position or results of operations
of the Company.

In August 2001, the FASB issued SFAS No. 144, “Accounting for the Disposal of Long-Lived Assets,” which
addresses accounting and financial reporting for long-lived assets. This statement is effective for the Company on May 1,
2002. The adoption of this statement is not expected to have a material impact on the current financial position or results of
operations of the Company.

In May 2002, the FASB issued SEAS No. 145, “Rescission of SFAS Nos. 4, 44, and 64, Amendments to SFAS No.
13, and Technical Corrections as of April 2002.” The new statement amends existing authoritative pronouncements to make
various technical corrections, clarify meanings, or describe their applicability under changed conditions. SFAS No. 145 was
adopted by the Company effective May 1, 2001. The adoption of SFAS No. 145 required the classification of the loss on early
extinguishment of convertible subordinated bridge notes as a component of net loss from recurring operations for the year
ended April 30, 2002 versus being classified as an extraordinary item.
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3. Supplemental Financial Statement Information

Certain balance sheet components consist of the following at April 30:

Trade Accounts Receivable, Net 2002 2001
Related Parties .......ccooveivriveieierie s eir et $ 849,696 § 660,557
101 1< SO USROS UUOR PSRRI 607,577 620,295
Allowance for doubtful 2CCOUNtS ........covvvrierieeriinrienienieie e, (198,657) (155,292)
$ 1,258,616 $ 1,125,560
Inventories 2002 2001
RaW Materials .. ..uvviiiii it eeeeie e e e s e e e sner e ae s e $ 436,855 § 664,990
WOTK-IN-PIOCESS ..nveimveeneiirisirereenteerieeiesrrreeiesre et s sen b seas 551,561 423,570
Finished g00dS.....cociiiiiiiirii s 1,334,119 1,083,475
$ 2,322,535 $§ 2,172,035
Property, Plant and Equipment, Net 2002 2001
Land.......oooiiiiiee e ettt re e, $ 182,000 $ 182,000
BUilding......ovoooiiiiirieiieiieie e e e 1,225,190 1,166,085
Machinery and equipment .........ccoceeeveiieeeeniiiireeniee e 1,512,611 1,233,933
Furniture and fIXTUIES.....cccvvieiiieeiiree ettt ee st e et 177,513 139,481
TOONIE ...ttt ettt et sttt 100,263 84,163
SOTEWATE ..ottt st eea e e 112,271 85,366
3,309,848 2,891,028
Accumulated depreciation and amortization............cceeccereierreenenen, (1,734,695)  (1,444,646)
$ 1,575,153 $ 1,446,382
Deferred Financing Costs 2002 2001
Deferred fiNancing COSIS..........cvvireiiiieriariiiiereerecsreseeteesreeseeens $ 345,351 § 345,351
Accumulated amOTtiZation........cceeviiceiirecerniireeet e {272,491) (111,415)
$ 72,860 3 233,936
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4. Long-Term Debt and Convertible Subordinated Bridge Notes

Long-term debts consist of the following at April 30:

2002 2001
Revolving credit line with Associated Bank, interest 1s payable monthly and the
principal is due November 2002, collateralized by the Company's real estate
and other business assets excluding accounts receivable .........cccoveervrrenenernnne. $ 2,500,000 $ 1,405,000
Promissory note with Dakota Electric Association, principal and interest due in
monthly installments through May 2009, interest at 5.75%, collateralized by
the Company's lighting equipment and rooftop air-conditioning units................. 165,983 184,447
Land special assessments payable to Dakota County, principal and interest due in
semi-annual installments through May 2010, interest at 8%........ccovvvrvirineeneene, 216,000 240,000
2,881,983 1,829,447
LSS CUITENt MAMILILIES. ...ceveeeivieeriie et siie et ene s e sereserresebeesere e b e enessabeeseres (2,542,460) (42,460)
$ 339,523 § 1,786,987
Scheduled maturities of long-term debt are as follows:
Year Ending April 30, Amount
2003, s $ 2,542,460
2004t e e 44,704
2005 et et e e 45,926
2006...c. ittt e 47,221
2007, 48,592
Thereafter ...........oooeeveiieiiieieeie e 153,080
$ 2,881,983

On November 23, 1999, the Company obtained a $2,500,000 revolving credit line with Associated Bank. The line of
credit is due November 23, 2002 in one payment of all outstanding principal plus all accrued unpaid interest, and is
collateralized by the Company’s real estate and other business assets, excluding accounts receivable. In addition, a shareholder
and a member of the Board of Directors of the Company has provided a $2,000,000 personal guarantee and has pledged
marketable securities with a guaranteed value of $1,100,000 to support repayment of borrowings on the credit line. Interest is
required to be paid monthly and accrues at the Wall Street Journal Prime Rate. The interest rate at April 30, 2002 and 2001
was 4.75 percent and 7.5 percent , respectively. As part of the credit agreement, the Company was formerly required to
maintain a minimum tangible net worth of not less than $3,000,000 on a quarterly basis. At April 30,2001, the Company
failed to comply with the minimum tangible net worth covenant; on August 24, 2001, the Company received an amendment
retroactively changing the minimum tangible net worth to not less than $1,000,000 on a monthly basis. The Company was in
compliance with its debt covenants as of April 30, 2002.

Convertible Subordinated Bridge Notes

On August 21, 2001, the Company sold units of convertible subordinated bridge notes with an aggregate principal
amount of $500,000 and redeemable warrants to purchase an aggregate of 500,000 shares of the Company’s common stock for
total proceeds of $500,500. Each unit consisted of a $25,000 principal amount 10 percent convertible subordinated bridge note
and redeemable warrants to purchase 25,000 shares of the Company’s common stock at a price of $6.50 per share. The notes
are unsecured and were due in August 2002. The Company had the option to prepay the notes without premium or penalty. If
the fair value of the Company’s common stock or units equalled or exceeded $8.50 per share, for ten consecutive trading days,
the Company could, at its option, require conversion of the notes into its common stock at a price of $6.50 per share and
redeem the outstanding warrants for $0.01 each. The warrants are immediately exercisable and have a term of five years.
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The allocated fair value of the warrants of $308,236 and the value of the beneficial conversion feature of $188,889 as
of August 21, 2001 are accounted for as a discount on the convertible subordinated bridge notes. This discount, which is
presented as a reduction of the face value of the Notes on the consolidated balance sheet, was amortized as part of interest
expense over the one-year life of the Notes using the effective interest method.

During the fourth quarter of 2002, the Company early extinguished the convertible subordinated bridge notes. On the
date of extinguishment, $77,332 of the remaining discount, representing the repurchase of the beneficial conversion feature,
was treated as a reduction of Additional Paid-in Capital with the balance of the discount of $335,410 being charged to other
expense.

5. Leases
Operating Leases

The Company leases certain manufacturing equipment under various operating lease agreements which expire at
various dates through fiscal year 2003. At the end of the lease terms, the Company has the option to renew the leases, purchase
the equipment at fair value, or return the equipment. Minimum payments under operating leases with non-cancelable terms
total $19,742 for fiscal year 2003.

Rental expense under operating leases was $66,874 and $107,870 in fiscal years 2002 and 2001, respectively.
Capital Leases

The Company leases certain manufacturing equipment under various capital leases. The equipment is leased under
agreements expiring through fiscal year 2004 with implicit interest rates ranging from 6.9 percent to 16.2 percent. The
Company may elect to purchase the equipment under bargain purchase options at the end of the lease terms. The leases are
collateralized by the underlying equipment with a total cost of $322,733 and accumulated amortization of $225,958 and
$168,371 at April 30, 2002 and 2001, respectively.

Scheduled lease payments under capital lease obligations are as follows:

Fiscal Year

2003 e bbb b e e b 67,480

2004 ....cuii ettt ettt sttt b s 45,456
Total minimum lease PaYMENES. ....ccoovvrirrvirerireeeaerreeireeenrnareseeneenn 112,936
eSS HLETEST covverrireieieeeee ettt e e e s ettt e e s e eeseenetarane s essrereenns 11,013
Present value of capital lease obligations.........c.c.cceveercvieniiriinereieennn, 101,923
L1855 CUITENT POTTION ...vevveeeie vttt et seesnees (59,854)
Capital lease obligations, less current portion............cocceeververeereenne. $ 42,069
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6. Income Taxes

The components of deferred income tax assets at April 30 are as follows:

2002 2001

Federal net operating loss carryforwards .........ccoccovvrerreimrecniinn e, $ 3,863,200 $ 2,508,200
Research and experimentation credit carryforwards...........coccvoviivreorienenicinennes, 524,200 469,000
State net operating 1oss carryforwards...........cccoevieieiiienieineen, 245,800 169,500
Other CarryfOorwards.........oocvevveiriiriiici ittt ee st e e 78,800 79,300
TIVEITOTIES L.uvvveteeiiieeeeee ettt r e e e e et ait et e e e e st neeeseseeaatarteeseesesssrbessesesoansasnns 86,000 73,700
Allowance for uncollectible aCCOUNTS.............ooiviiiiiiiiiieeiiiree e e, 147,400 52,800
Property, plant and eqUIPMEnt..........c.cccceerriiieiieiiinineniie ettt 44,900 54,100
Accrued expenses and OtheT .........ccovveiuerecenirnieire ettt e 37,400 24,300

Total deferred tax @SSELS....u.cccciviviiiiiiiiie ittt e st eeieir e ee e ebee s st eaeens e, 5,027,700 3,430,900
Valuation allOWANCE .......covviiiiviiiireicieccrie et sesesabe et e stee s v e etneesavae e, (5,027,700) (3,430,900)

Net deferred taX ASSE.......ocviivieiiiiieiire et erie e e sre s s eeeereevtee e s reeenne, $ — 5 —

The Company has established valuation allowances to fully offset tax assets due to the inherent uncertainty of
predicting the sufficiency of future taxable income necessary to realize these deferred tax assets, particularly in light of the
Company’s recent history of significant operating losses. In addition, future utilization of available net operating loss
carryforwards may be limited under Internal Revenue Code 382 as a result of future changes in ownership.

The Company’s federal net operating loss carryforwards of approximately $11,362,327 and state net operating loss
carryforwards of $3,570,754 expire in fiscal years 2013 through 2022. Available research and experimentation credits at April
30, 2002 represent federal and state amounts of $354,603 and $111,930, respectively, with expiration dates in fiscal years 2010
through 2021.

The reconciliation of the U.S. statutory federal income tax rate with the effective rate for the years ended April 30,
2002 and 2001, is as follows:

2002 2001
Tax benefit at StAtutory Tate.........cecvivviceeriiie et $ (1,355,000) $ (638,000)
Research and experimentation tax credifS............ccccovivvenieinneennennnnee (55,200) (172,300)
State taxes, net of federal benefit...........cccoeovrrvivermrrcreseceirericranas (76,300) (19,600)
Nondeductible eXpenses.........covveiveiiiniieienieinereenie e ser e (97,700) (91,700)
OMRET ..ottt ettt et sate st aeane s (12,600) (166,900)
Change in valuation allowance...........ccoccccovvevverinviinece e 1,596,800 1,088,500
Total income tax (benefit) Provision..........covererrcrvcenrernnienienieesanenens $ — § —

7. Shareholders’ Equity
Common Stock

On January 25, 2001, the Company gave a stock bonus of 15,000 shares of the Company’s common stock to an officer
of the Company. The estimated fair value of the shares of $42,000 was recorded as a general and administrative expense.

On November 27, 2001, the Company closed on its initial public offering (IPO). In connection with the IPO, the
Company issued 1,500,000 units at a price of $4.50 per unit for gross proceeds of $6,750,000. After offering costs, the
Company received net proceeds of $5,396,485. Each unit consisted of one share of common stock and one redeemable Class
A Warrant. Each Class A Warrant becomes exercisable, and may be transferred separately from the common stock, on or after
May 20, 2003. When each Class A Warrant becomes exercisable, the holder will be entitled to purchase, at any time until
November 20, 2004, one share of common stock at an exercise price of $6.50 per share, subject to customary anti-dilution
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adjustments. The Company may redeem the Class A Warrants for $0.01 per warrant at any time once they become exercisable,
upon ten business days’ written notice, if the closing price of the Company’s common stock or units exceeds $8.50, subject to
customary anti-dilution adjustments, for any ten consecutive trading days before such notice.

Stock Options

The Company has authorized the issuance of stock options for the aggregate purchase of 2,653,034 shares of common
stock under various plans covering certain employees, members of the Board of Directors and certain independent contractors
approved by the Board of Directors. Options are typically granted at prices not less than fair market value at the date of grant.
Options generally become exercisable between one to three years after grant date and have a maximum term of three to ten
years depending on the plan.

The following is a summary of stock option activity with respect to the Company’s various plans and includes option
activity for employees, directors and non-employees:

Weighted
Average
Exercise Price

Options Per Share
Outstanding, April 30, 2000 .........coeeriiiioinreeie e 801,680 $ 2.50
GIanted.......coeueririiiieee ettt e 422,640 2.50
EXPIrEd....ccoiiiiiiiiiii et e (514,180) 2.60
EXErCised....cccoomveuieiiiiiciecere e e, (255,000) 1.34
Outstanding, April 30, 2001 ......cccoovieoinriiiieneie e, 455,140 § 3.03
GIranted.......coooveoiiieie e 591,250 3.79
EXPITEA.cvvvovveveoee et sase s (5,000) 5.00
Outstanding, April 30, 2002 .......cccooeveiiivieirienr e, 1,041,390 $ 3.46

At April 30, 2002 and 2001, 655,534 and 498,608 options, respectively, were available for grant under the Company’s
stock option plans. On August 9, 2001, the Company’s shareholders approved the 2001 Equity Incentive Plan (2001 Plan) and
reserved 500,000 shares of common stock for issuance upon exercise of stock options to be granted under the 2001 Plan to
employees, officers, consultants, advisors, employee and non-employee directors and employees of certain related entities.

The number of shares reserved for issuance under the 2001 Plan increases on January 1 of each year by the greater of 50,000
shares or 3.5 percent of the outstanding shares of the Company’s common stock on such date, unless the Board of Directors
sets the increase at a lower number of shares. On January 1, 2002, the number of shares reserved under the 2001 Plan
increased by 274,534 shares pursuant to the foregoing provision.

The following table summarizes information about stock options outstanding and exercisable at April 30, 2002:

Options Qutstanding Options Exercisable
Weighted
Average Weighted Weighted
Remaining Average Average
Range of Number Contractual Exercise Number Exercise
Exercise Prices Outstanding Life (Years) Price Exercisable Price
$2.36 — $5.00 1,041,390 466 $ 3.46 610,040 § 3.92

During the years ended April 30, 2002 and 2001, the Company issued fully vested, four and five-year options to
purchase an aggregate of 37,500 and 85,000 shares of the Company’s common stock at exercise prices of $2.53 to $4.50 and
$2.50 per share, respectively, to certain non-employees who provided technical advisory services to the Company. The
aggregate fair value of the options using the Black-Scholes valuation model was $69,844 and $123,050 and were fully
expensed in fiscal years 2002 and 2001. The following assumptions were used to value the options for the years ended
April 30, 2002 and 2001:
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2002 2001

Dividend yield rate ...........covcueenen. 0 percent 0 percent
Risk free interest rate..........cce.e..... 3.91 percent 5.69 percent
Expected life ......ccoovvieieicnincnne 4 to 10 years 4 to 6 years
Volatility .coovvececcenreiieccrcrevcccae 85 percent 69 percent

Deferred compensation relating to stock options granted below fair value during the year ended April 30, 2001 was
$20,075. Such deferred compensation will be amortized over the vesting periods of the related stock options, which generally
range from three to five years. This compensation is recognized on an accelerated basis in accordance with FASB
Interpretation (FIN) No. 28. Compensation expense relating to stock options granted below fair market value of $7,762 and
$3,251 was recognized during the years ended April 30, 2002 and 2001,

During the year ended April 30, 2001, certain employees exercised stock options by surrendering an aggregate of
120,000 shares of the Company’s common stock as consideration for the exercise price. In connection with this form of
exercise, the Company recorded compensation expense of $334,500 with the offsetting amount increasing additional paid-in
capital.

If the Company had elected to recognize compensation expense for options granted based on the minimum value of
the options granted at the date of grant as prescribed by SFAS No. 123, the Company’s net loss for fiscal years 2002 and 2001
would have been as follows:

2002 2001
ASTEPOTIEA. ...ttt ettt b s st 5 (4,297,665) $ (3,238,829)
Pro forma......c.coooiiiieiie e e e s (5,249,444) (3,470,775)
Net loss per common share - basic and diluted:
ASTEPOIEA ...t (.62) (.56)
Pro fOorma .........coooocvieiie ettt s ebe e e (75) . (.60)

During the year ended April 30, 2002, for purposes of determining fair value using the Black-Scholes option pricing
model as prescribed by SFAS No. 123, the Company used the contractual life of the options as the expected holding period for
employees and the life of the options for directors. The risk-free interest rate for 2002 was 4.71 percent, the dividend yield used
was 0 percent and the volatility factor was 85 percent.

During the year ended April 30, 2001, for purposes of determining minimum value using the Black-Scholes option
pricing model as prescribed by SFAS No. 123, the Company used 95 percent of the life of the options as the expected holding
period for employees and the life of the options for directors. The risk-free interest rate for 2001 was 5.75 percent. The
dividend yield used was 0 percent and volatility factors were not applicable.

Stock Warrants

At April 30, 2002 and 2001, the Company had outstanding and exercisable warrants to purchase 2,510,000 and
360,000 shares, respectively, of the Company’s common stock at prices ranging from $2.00 to $6.75 per share. The warrants
expire at various dates through February 1, 2006. At April 30, 2002 and 2001, the weighted average remaining contractual life
of the warrants was 3.14 and 4.23 years and the weighted average exercise price of the warrants was $5.91 and $2.25,
respectively.

On February 1, 2001, the Company issued a fully-vested, four-year warrant to purchase 240,000 shares of the
Company’s common stock at $2.125 per share to an officer of the Company in connection with a separation agreement. The
intrinsic value of the warrant was $162,000 and was fully expensed in fiscal year 2001.

In November 1999 and December 2000, the Company issued fully vested four-year warrants to purchase an aggregate
of 100,000 shares of common stock exercisable at $2.00 per share to a board member in connection with a bank line of credit
guarantee. The fair value of the warrants was calculated using the Black-Scholes valuation model and $76,622 was capitalized
as deferred financing costs in fiscal year 2001. The deferred financing costs are being amortized to interest expense on a
straight-line basis over the life of the guarantee. The following assumptions were used to value the warrants: dividend yield of
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0 percent, risk-free interest rate of 5.69 percent, expected life equal to the contractual life of four years and volatility of 69
percent. At April 30, 2002, the unamortized balance was $19,155.

8. Research and Development Costs

Research and Development costs principally consist of engineering costs, included as part of engineering and
regulatory in the Consolidated Statement of Operations, totaled $496,685 and $800,625 for the fiscal years ended April 30,
2002 and 2001, respectively. Research and Development costs relate primarily to product and process development initiatives.

9. Supply Agreement

In July 1998, the Company entered into a three-year supply agreement with Sulzer Carbomedics, Inc. (Carbomedics),
the source of certain raw material components associated with the manufacture of certain of the Company’s heart valves. The
supply agreement was extended for an additional two years in March 2001.

This agreement provides that the Company purchase a minimum number of raw material units each calendar year
through 2003. Under the terms of the agreement, the Company is required to compensate Carbomedics for any purchase
shortfalls up to a maximum of $200,000 per year. The Company has not met the minimum purchase requirement for the last
three calendar years and does not believe it will meet the minimum purchase requirement for calendar year 2002. As a result,
the Company expensed $148,991 and $108,174 related to these purchase shortfalls to cost of goods sold in fiscal years 2002
and 2001, respectively.

10.  Segment and Related Party Information

The Company views its operations and manages its business as one segment, the manufacturing and marketing of
mechanical monoleaflet heart valves. Factors used to identify the Company’s single operating segment include the
organizational structure of the Company and the financial information available for evaluation by the chief operating decision
maker. The following table summarizes net sales by geographic area:

For the Years Ended
April 30,
2002 2001
Europe....c.coeeeceniniiiene $ 1,938,847 § 1,636,825
South ASia........ccecvveeeiiiiiriieeeeinnan, 488,940 634,030
Middle East........ccocoveereveiicinneennne 209,346 234,726
FarEast.......ccocccoviiiiiieiiiene, 306,735 256,924
Other ..o, 38,330 100,935
Total.coviiiiieiieeee e $ 2,982,198 % 2,863,440

At April 30, 2002 and 2001, substantially all of the Company’s operations and assets are based in the United States.

The Company distributes its products primarily through distributor organizations that, in turn, market the product
directly to medical institutions. Three of these distributors are shareholders of the Company with ownership interests of up to
approximately 6 percent each. An affiliate of one of these shareholder distributors is also a member of the Company’s Board
of Directors. Sales to distributors that individually account for 10 percent or more of the Company’s net sales in each
respective fiscal year are as follows (related party distributors are separately presented below regardless of sales level):

2002 2001
Distributor #1 (related party) .......c.ccocercemvrercneneiieenn. $ 1,421,960 § 1,170,700
Distributor #2 (related party) .......ccoccccvvivenvinninnns 15,300 130,980
DiStributor #3....oee i 443,940 424,520
Distributor #4 (related party) ......ccoccoeeveenenincnicnncenn. 13,300

Aggregate accounts receivable from the above three related party distributors at April 30, 2002 and 2001 totaled $849,696 and
$660,557, respectively.
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11.  Spin-off of UROPACE

On November 1, 2000, the Company completed the spin-off of UROPACE, Inc. (UROPACE), a subsidiary of the
Company, to the existing shareholders of the Company. The separation was effected by transferring from the Company to
UROPACE all assets, tangible and intangible, relating to the development of female urinary incontinence technology.
Shareholders of record on September 15, 2000 received one share of common stock of UROPACE for each 6.882 shares of the
Company’s common stock held on that date.

The assets transferred to UROPACE had no book value at November 1, 2000 and the operations of UROPACE prior
to the spin-off had no revenues and minimal expenses during the fiscal year ended April 30, 2001. As a part of this spin-off,
the Company agreed to loan UROPACE up to $356,250 at a variable interest rate. Principal and interest on the note will be
payable in installments equal to 5 percent of UROPACE’s future annual net sales until the note and interest is paid in full. The
Company had loaned UROPACE $235,000 and $154,000 at April 30, 2002 and 2001. Due to the development stage of
UROPACE and the uncertainty associated with the collection of this amount, the Company has recorded an allowance for the
entire balance of the loan at April 30, 2001, with the corresponding expense included in other income (expense) in the
Consolidated Statement of Operations.

12.  Savings and Retirement Plan

The Company sponsors a 401(k) savings and retirement plan (the Plan) which is available to all eligible employees.
Under the Plan, the Company may make a discretionary contribution to the Plan upon approval by the Company’s Board of
Directors. Employees are fully vested in their own contributions and earnings thereon and become fully vested in the
Company’s contributions and earnings thereon after three years of service. The Company made contributions to the Plan of
$16,475 and $14,764 in fiscal years 2002 and 2001, respectively.

ITEM 8 CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON ACCOUNTING AND
FINANCIAL DISCLOSURE

The disclosure called for by paragraph (a) of this item has been “previously reported” as that term is defined in Rule
12b-2 under the Exchange Act.
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PART III

ITEM 9 DIRECTORS, EXECUTIVE OFFICERS, PROMOTERS AND CONTROL PERSONS; COMPLIANCE
WITH SECTION 16(a) OF THE EXCHANGE ACT

The following table provides information with respect to our directors and executive officers as of April 30, 2002.
Our executive officers serve at the discretion of our board of directors. Our directors hold office until our next annual meeting
of shareholders and until their successors have been elected and qualified. There are no family relationships among our
directors and executive officers.

Name Age Principal Occupation Position with MedicalCV Director Since

Adel A. Mikhail, Ph.D. 67 Chairman of the Board Chairman of the Board 1992
of MedicalCV

Blair P. Mowery 56 President, Chief President, Chief Executive Officer 2001
Executive Officer and and Director
Director of MedicalCV

Jules L. Fisher 48 Chief Financial Officer of Chief Financial Officer N/A
MedicalCV

Allan R. Seck 56 Senior Vice President -Sales Senior Vice President — Sales N/A
and Marketing of and Marketing
MedicalCV

Ronald M. Bosrock 63 Founder and Executive Director 1999
Director of the Global
Institute

Salvador Mercé Cervelld 46 Managing and General Director 1996

Director of Mercé V.
Electromedicina, S.L.

Norman Dann 75 Consultant to the Director 1995
Medical Device Industry

Richard A. DeWall, M.D. 75 Retired Cardiovascular Director 1992
Surgeon

Paul K. Miller 79 President of Acton Director 1994
Construction

Management Company

Adel A. Mikhail, Ph.D. became Chairman of the Board, President and Chief Executive Officer in March 1992. While
he continues to serve our company as Chairman of the Board and as a consultant, he retired as Chief Executive Officer and
President in June 2001. Dr. Mikhail has more than 29 years of experience in the mechanical heart valve industry, including 17
years with our predecessors, Medical Incorporated and Omnicor. Dr. Mikhail served such entities in several technical
capacities, including Senior Vice President of Clinical Research and Regulatory Affairs. In that capacity, Dr. Mikhail led the
team that successfully obtained FDA marketing clearance of the Omniscience heart valve. Dr. Mikhail is named as an inventor
in patents in the urology and heart valve fields.

Blair P. Mowery became our President and Chief Executive Officer in June 2001 and was appointed to our board of
directors in July 2001. After serving our company as an independent advisor through his wholly-owned company, Bioscrene
Ltd., from February 1996 to August 1996, he joined us in August 1996 as Vice President - Business Development and was
promoted to Chief Operating Officer in 1999. From April 1991 through December 1993, Mr. Mowery was President and Chief
Operating Officer of GalaGen, Inc., a biopharmaceutical company. From March 1987 to March 1991, he was President of
Procor Technologies, a joint venture with Abbott Ross Laboratories and the predecessor company to GalaGen.

Jules L. Fisher became our Chief Financial Officer in January 2002. From October 1996 to December 2001, Mr.
Fisher served as Vice President and Chief Financial Officer of Minntech Corporation, a manufacturer of medical supplies and
devices, sterilants, and filtration and separation products primarily for kidney dialysis, open-heart surgery and endoscopy.
From August 1991 to October 1996, he held the position of Director, Operations Accounting for U.S. Surgical Corp. Mr.
Fisher also served as Director, Financial Reporting and Analysis in the Pharmaceutical Group of Bristol-Myers Squibb
Company from May 1987 to February 1991.

Allan R. Seck joined our company in May 1999 as Vice President - Sales and Marketing. In March 2001, he was
promoted to Senior Vice President - Sales and Marketing. From May 1996 until May 1999, Mr. Seck served as Vice President

41




- Sales and Marketing for AVECOR Cardiovascular, Inc., where he was responsible for sales, marketing, customer service,
technical support, customer education and shipping. He has also held senior management positions with Biomedicus, Inc., the
cardiopulmonary division of Medtronic, and Johnson & Johnson Cardiovascular.

Ronald M. Bosrock, one of our directors since July 1999, is the founder and executive director of the Global Institute.
He currently holds a John Myers Chair of Management at St. John’s University in Minnesota. Mr. Bosrock has 30 years of
experience in the banking and manufacturing industries and has served as managing director of Arthur Andersen International.

Salvador Mercé Cervellé, one of our directors, serves as Managing and General Director of Mercé V.
Electromedicina, S.L., a commercial supplier of electromedical products, mainly products for cardiac surgery and cardiology,
including those produced by our company, in Spain. He served on our board from November 1993 to November 1995 and
again from December 1996 through the present.

Norman Dann has been a director of our company since September 1995. Between 1980 and 1992, Mr. Dann was a
general partner in and co-founder of Pathfinder Ventures, Inc., a venture capital business. Since 1992, he has been a consultant
to the medical device industry. Mr. Dann is a member of the board of directors of Medwave, Inc.

Richard A. DeWall, M.D., a retired cardiovascular surgeon, has been one of our directors since November 1992. Dr.
DeWall has over 35 years of experience in heart valve replacement and was instrumental in implanting the first Omniscience
heart valve. He was a medical professor at the Chicago Medical School and is credited with developing the first workable
heart-lung machine for use during open heart surgery.

Paul K. Miller, one of our directors since August 1994, has served as President of Acton Construction Management
Company, a real estate management company, since 1980.

Section 16(a) Beneficial Ownership Reporting Compliance

Section 16(a) of the Exchange Act requires our officers, directors and persons who own more than 10% of a registered
class of our equity securities to file reports of ownership and changes in ownership with the SEC. Such officers, directors and
shareholders are required by the SEC to furnish us with copies of all such reports. To our knowledge, based solely on a review
of copies of reports filed with the SEC during the last fiscal year, all applicable Section 16(a) filing requirements were met,
except that one report on Form 3 for each of our then executive officers and directors was not filed by November 20, 2001, the
effective date of the registration statement covering our initial public offering. The reports on Form 3 for Adel A. Mikhail,
Ph.D., Blair P. Mowery, George M. Wettstaedt, Allan R. Seck, Ronald M. Bosrock, Salvador Mercé Cervell6, Norman Dann,
Richard A. DeWall, M.D. and Paul K. Miller were filed on November 29, 2001.
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ITEM10 EXECUTIVE COMPENSATION

The following table sets forth information with respect to compensation paid by us to our Chief Executive Officer and
the other highest paid executive officers (the “Named Executive Officers”) during our most recent fiscal years.

SUMMARY COMPENSATION TABLE

Long-Term
Compensation
Annual Compensation Awards Payouts
Other All
Annual Securities Other
Name and Compensation Underlying Compensatio
Principal Position Year Salary ($) Bonus ($) (&) Options n ($)
Adel A. Mikhail, Ph.D. (1) 2002 0 0 0 7,000(2) 59,422(3)
Chairman of the Board 2001 143,960 0 0 240,000(4) 120,833(5)
Blair P. Mowery (6) 2002 170,298 50,000 0 300,000 0
President and Chief
Executive Officer 2001 131,489 0 42,000(7) 0 0
Allan R. Seck 2002 139,775 0 0 o . 0
Senior Vice President -
Sales and Marketing 2001 131,002 0 0 0 100,000

(1) Dr. Mikhail served as our President and Chief Executive Officer until June 15, 2001.

(2) Represents an option grant issued to Dr. Mikhail for serving as a Director on the Company's Board.

(3) Represents severance compensation paid under our separation agreement with Dr. Mikhail.

{4) Represents a warrant issued on February 1, 2001 under our separation agreement with Dr. Mikhail.

(5) Represents severance compensation paid under our separation agreement with Dr. Mikhail.

(6) Mr. Mowery, who previously served as our Chief Operating Officer, became our President and Chief Executive Officer on
June 15, 2001.

(7) Represents the market value of 15,000 shares of common stock awarded to Mr. Mowery on January 25, 2001.

OPTION GRANTS IN LAST FISCAL YEAR
The following table sets forth information concerning grants of stock options during the fiscal year ended April 30,
2002 to each executive officer named in the Summary Compensation Table. We granted no stock appreciation rights during

our last fiscal year.

Individual Grants

Number of Percent of Total
Securities Options Granted
Underlying Options to Employees in Exercise Price Expiration
Name Granted Fiscal Year ($/share) Date
Adel A. Mikhail, Ph.D. 7,000 1.3% $ 4.50 08-15-06
Blair P. Mowery 300,000 57.1% $ 4.50 06-15-06
Allan R. Seck 0 0% N/A N/A

The following table sets forth information concerning the options exercised by each executive officer named in the
Summary Compensation Table during the fiscal year ended April 30, 2002. It also sets forth information concerning
unexercised options held by such persons as of April 30, 2002. No stock appreciation rights were exercised by such persons
during the last fiscal year or were outstanding at the end of that year.
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AGGREGATED OPTION EXERCISES IN LAST FISCAL YEAR AND FISCAL YEAR END OPTION VALUES

Number of Securities

Shares Underlying Unexercised Value of Unexercised
Acquired Value Options at In the Money Options
on Realized Fiscal Year End at Fiscal Year End (§) (1)
Name Exercise 3 Exercisable Unexercisable Exercisable Unexercisable
Adel A. Mikhail, Ph.D 0 N/A 0 7,000 N/A 0
Blair P. Mowery 0 N/A 300,000 0 0 N/A
Allan R. Seck 0 N/A 40,000 60,000 0 0

(1) Represents the fair market value of one share of our common stock at April 30, 2002 minus the exercise price.

Employment Agreements

We entered into a separation agreement and release effective as of November 1, 2000 with Adel A. Mikhail, Ph.D.,
our former President and Chief Executive Officer. Under this agreement, we have made severance and consulting payments to
Dr. Mikhail. For information regarding these compensatory arrangements, please refer to Certain Relationships and Related
Transactions.

Under an employment agreement effective June 15, 2001, we employ Blair P. Mowery as our President and Chief
Executive Officer at a salary of $165,000 per year. This agreement has a term of two years. It prohibits Mr. Mowery from
competing with our company during its term and for 12 months thereafter. This agreement also provides that if either we
terminate Mr. Mowery’s employment without cause or Mr. Mowery resigns with six months’ notice, we will make severance
payments to him equal to his monthly base salary for 18 months. In consideration of Mr. Mowery’s entry into this agreement,
on June 15, 2001, we granted him a stock option to purchase 300,000 shares of our common stock at a price of $§4.50 per share.
Such option is immediately exercisable. In addition, we have agreed to pay Mr. Mowery a bonus of $50,000 for services in
fiscal year 2002 subject to achievement of goals agreed upon by Mr. Mowery and our board of directors.

In May 1999, we entered into a letter agreement with Allan R. Seck. Under this agreement, Mr. Seck was employed
to serve as our Vice President - Sales and Marketing at a salary of $132,000 per year plus a bonus of one percent of sales over
$3,500,000 per year. We have the right to terminate Mr. Seck’s employment at will. However, upon a change in control of our
company, we have agreed to pay him an amount equal to two years’ salary and accelerate the vesting of Mr. Seck’s unvested
stock options to be immediately exercisable. In consideration of Mr. Seck’s entry into this agreement, we granted him a stock
options to purchase 100,000 shares of our common stock at a price of $2.50 per share. Such options vest over four years and
expire on July 26, 2005. In August 2001, we amended this agreement to provide that the bonus based on annual sales would be
payable through fiscal year 2002. In consideration of Mr. Seck’s entry into this amendment, we agreed to increase his salary
by an amount not to exceed 15% and develop a new executive and sales incentive plan in which he will participate.

Director Compensation

Our directors are reimbursed for certain reasonable expenses incurred in attending board meetings. Directors who are
also employees receive no remuneration for services as members of the board or any board committee. Under our director
stock option plan, directors who are not employed by us are entitled to receive annual grants of stock options.

ITEM 11 SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT AND
RELATED SHAREHOLDER MATTERS

The following table sets forth certain information known to us regarding beneficial ownership of our common stock as
of April 30, 2002, by: (a) each person who is known to us to own beneficially more than five percent of our common stock, (b)
each director, (c) each Named Executive Officer (as defined herein), and (d}) all executive officers and directors as a group.
The percentage of beneficial ownership is based on 7,843,834 shares outstanding as of April 30, 2002, As indicated in the
footnotes, shares issuable pursuant to warrants and options are deemed outstanding for computing the percentage of the person
holding such warrants or options but are not deemed outstanding for computing the percentage of any other person. Unless
otherwise noted, each person identified below has sole voting and investment power with respect to such shares. Except as
otherwise noted below, we know of no agreements among our shareholders which relate to voting or investment power with
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respect to our common stock. Unless otherwise indicated, the address for each listed shareholder is ¢/o MedicalCV, Inc., 9725
South Robert Trail, Inver Grove Heights, Minnesota 55077.

Number of
Shares
Beneficially Percent
Name and Address of Beneficial Owner (1)...........cococoooieiiiiiciiieeeeee e Owned (1) Beneficially Owned (1)
Paul K. MIllET ..ottt s 1,715,580(2) 21.5%
Adel A. Mikhail, Ph.D. .....ocoiiiiiiiiiiie e, 739,552(3) 9.1
Graphite Enterprise Trust PLC ..o, 630,000(4) 8.0
4™ Floor, Berkeley Square House
Berkeley Square, London W1X 5PA
United Kingdom
Salvador Merce VIVES.......c.oocviviieirieieiie it 519,232(5) 6.6

Plaza America, 5
Valencia, Spain
Hilmar SiebecKer........ccoovieiiiiiiciieee e, 405,000 5.2
Staffelstrasse 8
D-67292 Kirchheimbolanden, Germany

N.G.C. Medical S.p.A..ccoiiiiiiiiceree e 400,000 5.1
Via Novedratese 35
22060 Novedrate, Como, Italy
Richard A. DeWall, M.D. .....ccooiniiiiniinencnn e, 324,780(6) 4.1
Blair P. MOWETIY ..uoeicoiviiiiirves e cve ettt seba s eve e, 315,000(7) 3.9
Salvador Mercé Cervelld ........ooivvveieneirriiiiiieiecrecceiee e, 133,000(8) 1.7
Allan R. SeCK ...ooiiiiiiiiiiiccne e 50,000(9) *
Norman Dann ..., 48,000(10) *
Ronald M. BOSTOCK ......ccoooiiiieiiiiiiniie e, 24,000(11) *
Jules L. FiSher ....coccooiiniiniiiii e, 0 0
All directors and executive officers as a group (9 persons)........... 3,349,912(12) 38.6%
* Less than one percent.
¢)) Beneficial ownership is determined in accordance with the rules of the SEC and includes voting or investment power

with respect to securities. Securities “beneficially owned” by a person may include securities owned by or for, among
others, the spouse, children or certain other relatives of such person as well as other securities as to which the person
has or shares voting or investment power or has the option or right to acquire within 60 days of April 30, 2002.

2) Includes 120,000 shares owned by Gracon Contracting Co., an entity over which Mr. Miller exercises control, 28,000
shares issuable pursuant to presently exercisable options, 100,000 shares issuable pursuant to presently exercisable
warrants, and 100,000 units.

(3) Includes 499,552 shares held by Adel A. Mikhail and Narguis Mikhail, Mr. Mikhail’s spouse, as joint tenants and
240,000 shares issuable pursuant to presently exercisable warrants.

6] Includes 126,000 shares held by Graphite Enterprise Trust Limited Partnership, an entity over which Foreign &
Colonial Enterprise Trust PLC exercises control.

(5) Includes 16,212 shares owned by Mercé V. Electromedicina, S.L., which Mr. Mercé Vives founded.

(6) Includes 35,500 shares issuable pursuant to presently exercisable options.

N Includes 300,000 shares issuable pursuant to presently exercisable options.

®) Includes 28,000 shares issuable pursuant to presently exercisable options. Mr. Mercé Cervelld is the son of Mr.
Mercé Vives and is the Managing and General Director of Mercé V. Electromedicina, S.L.

€)] Includes 40,000 shares issuable pursuant to presently exercisable options.

(10) Includes 28,000 shares issuable pursuant to presently exercisable options.

(11)  Represents shares issuable pursuant to presently exercisable options.

(12) Includes 483,500 shares issuable pursuant to presently exercisable options and 340,000 shares issuable pursuant to
presently exercisable warrants.

Certain shares, options and warrants beneficially owned by our officers, directors, significant shareholders and
employees are subject to an escrow agreement with the Commissioner of Commerce for the State of Minnesota. The
depositors, who placed an aggregate of 1,664,845 shares into escrow, entered into this escrow agreement as a condition of the
registration of the units sold in our initial public offering. The term of escrow runs through November 20, 2004.
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Equity Compensation Plan Information

The following table provides information as of the end of the most recently completed fiscal year with respect to
compensation plans under which our equity securities are authorized for issuance.

Number of securities
to be issued upon

Weighted-average
exercise price of

Number of securities
remaining available
for future issuance

under equity
compensation

exercise of outstanding plans (excluding
outstanding options, options, warrants securities reflected in
Plan category warrants and rights and rights column (a))
(2) (b) ©

Equity compensation plans

approved by security

holders............coovceneven... 1,039,890 $ 3.58 655,534(1)
Equity compensation plans

not approved by security

holders..........coovevevenrnenn. 510,000(2)$ 3.57 0

Total 1,549,890 $ 3.58 655,534

(1) Represents 77,000 shares remaining available for future issuance under our 1993 Director Stock Option Plan and
578,534 shares remaining available for future issuance under our 2001 Equity Incentive Plan.

(2) Represents (a) 240,000 shares of common stock underlying a five-year warrant exercisable at $2.125 per share issued
to Adel A. Mikhail, Ph.D., a director and our former chief executive officer, on February 2, 2001, pursuant to a
severance and consulting agreement dated November 1, 2000; (b) an aggregate of 100,000 shares of common stock
underlying warrants exercisable at $2.00 per share issued to Paul K. Miller, a director, on November 22, 1999 and
December 6, 2000, in connection with Mr. Miller’s guarantee of a bank loan, both of which warrants expire on
November 19, 2004; (¢) 20,000 shares of common stock underlying warrants exercisable at $5.00 per share issued to
Dominick & Dominick in 1997, in consideration for investment banking services, which warrant expired on June 1,
2002; and (d) 150,000 units underlying a warrant exercisable at $6.75 per unit issued to Equity Securities Investments,
Inc. on November 20, 2001, in connection with its services as underwriter of our initial public offering.
ITEM 12  CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS
We entered into a separation agreement and release effective as of November 1, 2000 with Adel A. Mikhail, Ph.D.
Dr. Mikhail was our founder and served as our President and Chief Executive Officer from March 1992 until June 15, 2001, at
which time he retired. Under the terms of the separation agreement, Dr. Mikhail’s employment under his employment
agreement dated January 1, 1995 terminated, and we agreed to pay him severance compensation in cash totaling $144,000. We
agreed to pay Dr. Mikhail his salary and benefits until a new chief executive officer was hired and to continue his chairmanship
of our board. At the time of entering into the separation agreement, Dr. Mikhail had vested stock options to purchase an
aggregate of 420,000 shares of our common stock at an exercise price of $1.375 per share, expiring on February 2, 2001.
Under the separation agreement, Dr. Mikhail agreed to exercise the option to the extent of 30,000 shares for §41,250 in cash
and to surrender 240,000 shares which he otherwise would have been entitled to purchase under the option. We agreed to
allow Dr. Mikhail to exercise his option for the remaining 150,000 shares on a cashless basis. In connection with such cashless
conversion, we issued 67,500 shares to Dr. Mikhail and Dr. Mikhail surrendered 82,500 shares which he otherwise would have
been entitled to purchase under the option. On February 1, 2001, we also issued a five-year warrant to Dr, Mikhail for the
purchase of 240,000 shares of common stock exercisable at $2.125 per share.

The separation agreement further provided that following the termination of his employment as President and Chief
Executive Officer, we would retain Dr. Mikhail as an independent consultant for a period of two years to provide advice and
technical expertise with respect to our operations. Dr. Mikhail has agreed to provide up to 40 hours of consulting services per
month, for a retainer of $6,000 per month. If additional service is provided beyond 40 hours per month, we will pay Dr.
Mikhail at the rate of $125 per hour, up to a maximum of $1,000 per day. Dr. Mikhail began providing consulting services to
us under this agreement beginning June 15, 2001.
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In August 1999, we obtained a bank line of credit from Riverside Bank, which was subsequently acquired by
Associated Bank Minnesota. The loan was extended to us on the condition that it be personally guaranteed by Paul K. Miller,
one of our directors and our largest individual shareholder. Under an agreement we entered into on August 31, 1999, Mr.
Miller personally guaranteed such indebtedness. To induce Mr. Miller to guarantee such indebtedness, we paid Mr. Miller a
one-time guarantee fee in the amount of $75,000 and issued to him, on November 22, 1999 and December 6, 2000, warrants to
purchase an aggregate of 100,000 shares exercisable at $2.00 per share. These warrants expire on November 19, 2004.

We sell heart valves through a distribution network of approximately 35 exclusive distributors, including Mercé V.
Electromedicina, S.L., Pro-Medica and formerly N.G.C. Medical S.p.A. The following information relates to sales to such
parties over our last two fiscal years. We anticipate that we will continue to do business with Mercé V. Electromedicina and
Pro-Medica in future periods.

. Salvador Mercé Vives owns more than 5 percent of our outstanding common stock and is one of our former
board members. He founded Mercé V. Electromedicina. Salvador Mercé Cervelld, one of our current
directors and the son of Salvador Mercé Vives, serves as Managing and General Director of Mercé V.
Electromedicina. During our fiscal year ended April 30, 2002, Mercé V. Electromedicina purchased
$1,421,960 of product from our company, representing 47.5 percent of our net sales. During our fiscal year
ended April 30, 2001, Mercé V. Electromedicina purchased $1,170,700 of product from our company,
representing 40.9 percent of our net sales.

. Hilmar Siebecker owns more than 5 percent of our outstanding common stock and is the President of Pro-
Medica. During our fiscal year ended April 30, 2002, Pro-Medica purchased $13,300 of product from our
company, representing 0.4 percent of our net sales. During our fiscal year ended April 30, 2001, Pro-Medica
did not purchase product from our company.

. Eugenio Cremascoli, one of our former directors, is President and Chief Executive Officer of N.G.C.
Medical, a former distributor which owns more than 5 percent of our outstanding common stock. During our
fiscal year ended April 30, 2002, N.G.C. Medical purchased $15,300 of product from our company,
representing 0.5 percent of our net sales. During our fiscal year ended April 30, 2001, N.G.C. Medical
purchased $130,980 of product from our company, representing 4.6 percent of our net sales.

On June 1, 2000, we granted Ronald M. Bosrock, one of our directors, an option to purchase 10,000 shares of our
common stock at $2.50 per share under our 1997 Stock Option Plan. This option is exercisable for four years and vested at the
time of grant. We granted this option in consideration of Mr. Bosrock’s efforts to complete the spin-off of UROPACE. Under
the terms of the Agreement and Plan of Reorganization and Corporate Separation between our company and UROPACE, dated
November 1, 2000, UROPACE assumed consulting fees of $5,000 per month payable to Mr. Bosrock and granted him an
option to purchase 40,000 shares of its common stock at $0.01 per share. This option is exercisable for four years and vested at
the time of grant. Following completion of the spin-off, Mr. Bosrock became the acting Chief Executive Officer of
UROPACE.

Certain individuals have employment agreements with us. You should review Management — Employment
Agreements for more information about such agreements.

The transactions set forth herein were approved by a majority of our independent, disinterested directors who had
access, at our expense, to our legal counsel or independent legal counsel. We believe that all such transactions were made on
terms no less favorable to us than we could have obtained from unaffiliated third parties. In the future, all material affiliated
transactions and loans, and any forgiveness of loans, will be approved by a majority of our independent, disinterested directors
who will have access, at our expense, to our legal counsel or independent legal counsel and will be on terms no less favorable
to us than we could obtain from unaffiliated third parties.

We have no current plans to issue preferred stock. However, should we determine to issue preferred stock, we will
offer such stock to persons who are considered promoters of our company only if the preferred stock is offered on the same
terms to all other existing shareholders or to new shareholders, or the issuance of preferred stock is approved by a majority of
our independent, disinterested directors who have access, at our expense, to our legal counsel or independent legal counsel.

—_—
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ITEM 13 EXHIBITS, LIST AND REPORTS ON FORM 8-K

(a) Exhibits
See “Index to Exhibits.”
(b) Reports on Form 8-K

We filed no Current Reports on Form 8-K during the quarter ended April 30, 2002.
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SIGNATURES

In accordance with Section 13 or 15(d) of the Exchange Act, the registrant has duly caused this report to be signed on
its behalf by the undersigned, thereunto duly authorized, in the City of Inver Grove Heights, State of Minnesota, on July 29,
2002.

MedicalCV, Inc.

By /s/ Blair P. Mowery
Blair P. Mowery
President, Chief Executive Officer and Director
(Principal Executive Officer)

POWER OF ATTORNEY

KNOW ALL BY THESE PRESENT, that each person whose signature appears below constitutes and appoints Blair
P. Mowery and Jules L. Fisher as his or her true and lawful attorney-in-fact and agent, with full powers of substitution and
resubstitution, for him or her and in his or her name, place and stead, in any and all capacities, to sign any or all amendments to
this report, and to file the same, with all exhibits thereto, and other documents in connection therewith, with the SEC, granting
unto said attorney-in-fact and agent, full power and authority to do and perform each and every act and thing requisite or
necessary to be done in and about the premises, as fully to all intents and purposes as he or she might or could do in person,
hereby ratifying and confirming all that said attorney-in-fact and agent, or her substitute or substitutes, may lawfully do or
cause to be done by virtue hereof.

In accordance with the Exchange Act, this report has be;n signed below by the following persons on behalf of the
registrant, and in the capacities and on the date indicated.

Signature Title Date
/s/ Blair P, Mowery President, Chief Executive Officer and July 29, 2002
Blair P. Mowery Director (Principal Executive Officer)
/s/ Jules L. Fisher Chief Financial Officer (Principal July 29, 2002
Jules L. Fisher Accounting Officer and Principal

Financial Officer)

/s/ Adel A. Mikhail, Ph.D. Chairman of the Board July 29, 2002
Adel A. Mikhail, Ph.D.

/s/ Ronald M. Bosrock Director July 29, 2002
Ronald M. Bosrock

/s/ Salvador Mercé Cervelld Director July 29, 2002
Salvador Mercé Cervelld

/s/ Norman Dann Director July 29, 2002
Norman Dann

/s/ Richard A. DeWall, M.D. Director July 29, 2002
Richard A. DeWall, M.D.

/s/ Paul K. Miller Director July 29, 2002
Paul K. Miller
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INDEX TO EXHIBITS

Exhibit
Number Description
3.1 Restated Articles of Incorporation of the Registrant (incorporated by reference to our Registration Statement on Form SB-2, filed on August 31,
2001 (File No. 333-68884)).
32 Bylaws of the Registrant (incorporated by reference to our Registration Statement on Form SB-2, filed on August 31, 2001 (File No. 333-68884)).
4.1 Reference is made to Exhibits 3.1 and 3.2.
42 Specimen common stock certificate (incorporated by reference to our Registration Statement on Form SB-2, filed on August 31, 2001 (File No.
333-68884)).
4.3 Form of Warrant Agreement (including specimen Class A Warrant certificate) (incorporated by reference to our Registration Statement on Form
SB-2, filed on August 31, 2001 (File No. 333-68884)).
4.4 Specimen unit certificate (incorporated by reference to our Registration Statement on Form SB-2, filed on August 31, 2001 (File No. 333-68884)).

10.1 Separation Agreement and Release by and between the Registrant and Adel A. Mikhail, effective November 1, 2000 (incorporated by reference to
our Registration Statement on Form SB-2, filed on August 31, 2001 (File No. 333-68884)).

102 1992 Stock Option Plan (incorporated by reference to our Registration Statement on Form SB-2, filed on August 31, 2001 (File No. 333-68884)).

10.3 1993 Director Stock Option Plan (incorporated by reference to our Registration Statement on Form SB-2, filed on August 31, 2001 (File No. 333-
68884)).

10.4 1997 Stock Option Plan (incorporated by reference to our Registration Statement on Form SB-2, filed on August 31, 2001 (File No. 333-68884)).

10.5 2001 Equity Incentive Plan (incorporated by reference to our Registration Statement on Form SB-2, filed on August 31, 2001 (File No. 333-
68884)).

10.6 Warrant Agreement by and between the Registrant and Paul K. Miller, dated November 22, 1999 (incorporated by reference to our Registration
Statement on Form SB-2, filed on August 31, 2001 (File No. 333-68884)).

10.7 Warrant Agreement by and between the Registrant and Adel A. Mikhail, dated February 2, 2001 (incorporated by reference to our Registration
Statement on Form SB-2, filed on August 31, 2001 (File No. 333-68884)).

10.8 Warrant Agreement by and between the Registrant and Paul K. Miller, dated December 6, 2000 (incorporated by reference to our Registration
Statement on Form SB-2, filed on August 31, 2001 (File No. 333-68884)).

10.9 Form of Escrow Agreement by and between the Registrant, Paul K. Miller, Adel A. Mikhail, Ph.D., Salvador Mercé Vives, Mercé V.
Electromedicina S L., Richard A. DeWall, M.D., Blair P, Mowery, Salvador Mercé Cervelld, Allan R. Seck, Norman Dann, Ronald M. Bosrock,
George M. Wettstaedt, Gene E. Stobbs, Shelley Johnson, Associated Trust Company National Association and the Commissioner of Commerce
for the State of Minnesota (incorporated by reference to our Registration Statement on Form SB-2, filed on August 31, 2001 (File No. 333-
68884)).

10.10 O.E.M. Supply Contract by and between the Registrant and Sulzer Carbomedics, Inc., effective July 24, 1998 (incorporated by reference to our
Registration Statement on Form SB-2, filed on August 31, 2001 (File No. 333-68884)).*

10.11 First Amendment to Supply Agreement by and between the Registrant and Sulzer Carbomedics, Inc., effective March 6, 2001 (incorporated by
reference to our Registration Statement on Form SB-2, filed on August 31, 2001 (File No. 333-68884)).*

10.12 Promissory Note in the principal amount of $2,500,000, issued by the Registrant, maker, to Associated Bank Minnesota, payee, dated November
23, 1999 (incorporated by reference to our Registration Statement on Form SB-2, filed on August 31, 2001 (File No. 333-68884)).

10.13 Commitment Letter by and between Associated Bank Minnesota, lender, and the Registrant, borrower, dated August 26, 1999, pertaining to
proposed revised line of credit terms (incorporated by reference to our Registration Statement on Form SB-2, filed on August 31, 2001 (File No.
333-68884)).

10.14 Working Capital Line of Credit — Change in Terms Agreement by and between Associated Bank Minnesota, lender, and the Registrant,
borrower, dated November 23, 2000 (incorporated by reference to our Registration Statement on Form SB-2, filed on August 31, 2001 (File No.
333-68884)).

10.15 Correspondence from Associated Bank Minnesota to the Registrant, dated December 11, 2000, extending the line of credit maturity date
(incorporated by reference to our Registration Statement on Form SB-2, filed on August 31, 2001 (File No. 333-68884)).

10.16 Correspondence to Paul Miller, dated August 31, 1999, regarding the Registrant’s compensation to Mr. Miller for his personal guarantee of the
Associated Bank Minnesota line of credit (incorporated by reference to our Registration Statement on Form SB-2, filed on August 31, 2001 (File
No. 333-68884)).

10.17 Amendment to Working Capital Line of Credit by and between Associated Bank Minnesota, lender, and the Registrant, borrower, dated August
24, 2001 (incorporated by reference to our Registration Statement on Form SB-2, filed on August 31, 2001 (File No. 333-68884)).

10.18 Employment Agreement by and between the Registrant and Blair P. Mowery, effective June 15, 2001 (incorporated by reference to our
Registration Statement on Form SB-2, filed on August 31, 2001 (File No. 333-68884)).

10.19 Letter Agreement by and between the Registrant and Allan R. Seck, dated May 5, 1999 (incorporated by reference to our Registration Statement
on Form SB-2, filed on August 31, 2001 (File No. 333-68884)).

10.20 Amendment to Letter Agreement by and between the Registrant and Allan R. Seck, dated August 30, 2001 (incorporated by reference to our
Registration Statement on Form SB-2, filed on August 31, 2001 (File No. 333-68884)).

16 Letter on change in certifying accountant from Bertram Vallez Kaplan & Talbot Ltd. (incorporated by reference to our Registration Statement on
Form SB-2, filed on August 31, 2001 (File No. 333-68884)).
21 Subsidiaries of the Registrant (incorporated by reference to our Registration Statement on Form SB-2, filed on August 31, 2001 (File No. 333-
68884)).
23 Consent of PricewaterhouseCoopers LLP.
24 Power of Attorney (included on signature page to Form 10-KSB).
*

Certain portions of this exhibit are subject to an order granting confidential treatment pursuant to Rule 406.
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